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Coming — Nobody likes to buy a ‘pig in 
the poke"’ but that's what may happen if 
an oil-and-gas interest is acquired without 
the tax consequences of the particular trans- 
action first having been considered. In 
order to protect against such an unfortunate 
occurrence, G. W. Welsch analyzes some 
of the tax problems which arise in the dis- 
position of such interests. His article, along 
with that of Professor Eugene Kuntz on 
assignments of oil interests, will provide a 
good tax background for those persons 


whose business it is to acquire or dispose 
of oil interests. 


Among the other articles, Thomas M. 
Stapleton deals with losses between related 
taxpayers; John C. Bruton discusses ‘‘clos- 
ings’ in sales transactions; and Aubrey R. 
Marrs continues his report on the recent 
hearings held in connection with a revision 
of the Internal Revenue Code. 


Tuis magazine is published 
to promote sound thought in 
economic, legal and account 
ing principles relating to all 
federal and state taxation 
To this end it contains signed 
articles on tax subjects of 
current interest, reports on 
pending state tax legislation 
interpretations of tax laws 
and other tax information 


The editorial policy is to 
illow frank discussion of tax 
issues On this basis contri 
butions are invited Respon 
sibility is not assumed for the 
contents of the articles or for 
the opinions expressed there- 
in. Editor, Henry L. Stewart 
Washington Editor, Lyman 
L. Long; Bustness Manager, 
George J. Zahringer; Circula- 
tion Manager, M. S. Hixson 
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Court... 


Administrative... 


FEDERAL 
TAXES 


irs CONTROL that counts when the valid 

ity of a family partnership is being determined. A husband and 
wife in Texas made gifts of undivided one-fifth interests in high 

way construction equipment to their three children, one of whom 
was a minor. Although there was no written transfer of the prop 
erty (physical transfer was impossible because of its nature), the 
transfers were recorded on the father’s books and the income from 
the rental of the equipment to the father and others was recorded 
separately on his books. Later realty was purchased with the 
rental income, the parents and children being co-owners. “That 
the transfers were not a sham for the sole purpose of avoiding 
income taxes by spreading colorable liability among members of 
a family group is demonstrated not only by the completeness ot 
the gifts, but by use of returns on the property for the joint put 

chase by the donors-donees as owners in common. Petitioner, as 
agent for the owners, exercised control over the rental of the 
equipment and collected the income. But the important factors 
are the right to control and to the income. . . . The management 
here was with the consent and for the benefit of the co-owners 
Petitioners having made unqualified gifts of three-fifths of their 
interest in the property in equal amounts to their children, they 
were not taxable on more than what they derived from the two 
fifths interest they retained in the equipment.”—A. N. McQuown, 
CCH Dec. 19,727 (M), 12 TCM 654. 


R ETIREMENT because of arterial hyper 
tension, more commonly known as high blood pressure, was not 
sufficient to exclude from gross income, as workmen’s compensa 
tion, a state pension of $3,250. Retirement was granted after ten 
years’ service, but the evidence did not show that it was brought 
about by the nature of the duties: “The medical witness merely 
said that the petitioner’s condition could have been brought about 
by his duties. He was retired because of high blood pressure. The 
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money he received annually was not compensation for incapaci- 
tating personal injury or sickness incurred in line of duty but was 
to retire a veteran public servant who had served ten years and 
was no longer able to perform his public duties.’”—George E 


Murphy, CCH Dec. 19.785, 20 T( _ No. 108 


R EVALUATION of the pound brought 
taxable income to a dealer in skins who paid for lamb skins in 
New Zealand with borrowed pounds and, subsequently, repaid 
the pounds when the rate of exchange required fewer dollars to 
purchase pounds. The result was a profit from a transaction in 
the foreign exchange, being the difference between the dollar 
value of the pounds when borrowed and when repaid.—Willard 
Helburn, Inc., CCH Dec. 19,783, 20 TC No. 106. 


' 

( 4OST OF SUPPORT, rather than time of 
support, is the measure of the test in determining whether a parent 
has contributed over half his son’s support. Until July 7, 1949, a 
federal employee entirely supported a minor son, furnishing him with 
food, shelter, two suits and other necessary clothing and spend 
ing money. In addition, extra expense was incurred when the 
son graduated from high school. However, no record was kept 
and no estimate of the expenditures could be given. For the 

of the year the son was in the Navy and his pay amounted 
3445.45; besides his pay, he received shelter, clothing valued 
5151, food, and was sent to an electronics school. “If time 
were the test, then it is plain that petitioner would win because 
he has clearly proved that he was the sole support of his son 
for a period of more than six months during the taxable year, 
but it is plain that time is not the test. The test is cost and when 
that fact is considered we must hold that petitioner has not 
proved his case.’”—Bennett H. Darmer, CCH Dec. 19,809, 20 TC 
No 116 


(CAREFUL PLANNING resulted in a stepped 


up basis being obtained for assets purchased from a transit company. 


\ father, acting on behalf of his two sons, wanted to purchase the 
properties of a transit company but the stockholders of the company 
would only sell the stock. The father consulted his tax counsel 
and, as a result, a plan of reorganization was adopted—purchase 
of the stock of the transit company, liquidation of the transit 
company and conveyance of its assets to three new corporations 


4 1 


to be organized for the purpose of holding and operating the 
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properties of the transit business. At least 31 per cent of the 
stock in the three new corporations was to be held by persons 
other than the brothers. There was a bona fide business purpose 
in setting up the new corporations. Since the brothers owned less 
than 80 per cent of the stock in the new corporations, the element 
of “control” essential to a tax-free reorganization was lacking. 
\ccordingly, the three corporations were entitled to their own 
cost basis for the assets of the transit company.—Austin Transit, 


Inc., CCH Dec. 19,819, 20 TC , No. 121. 


SUPPORTING THE AGED is a duty of 
government and raising funds for this worthy purpose may be 
undertaken by means of taxation. So under the present social 
security program, the statute imposing a tax on self-employed 
persons 1s constitutional. “The fact that the collection of the 
tax may inadvertently regulate business does not render the act 
invalid. . . . Congress has the power to tax even though the 
act may have a tendency to regulate business, as long as the 
power is not prohibited by some provision of the Constitution 
and is within the sphere delegated to Congress. . . Beyond 
a doubt, business and income are legitimate objects of the taxing 
power for purposes authorized by the Constitution Gen 
erally, ‘a tax, in the general understanding of the term, and as 
used in the Constitution, signifies an exaction for the support 
of the government’. . . . The exaction of the tax imposed undet 
the Self-Employment Contributions Act is for the support of 
one of the functions of the government as defined by Congress 
within its power. . . It is not for the courts to determine if 
an act of Congress is wise or unwise, but that power is for 
Congress alone. The duty of the courts ends when it is found 


that the act is within the power of Congress. . . .”"-—-U. S. v 


Cain, 53-2 ustc § 9490 (DC Miss.). 


AN DOUBT that existed as to whether 


a wife and her husband filed a joint return for the year 1949 


was resolved in their favor when it was shown that they did 
not know the effect of filing separate returns which were mis 
takenly so prepared by their accountant, each return had refet 
ence to the other, and, in effect, the separate returns reached 
the tax result of a joint return. Several factors indicated their 
desire to file a joint return and “the weight of the evidence clearly 
shows an intention to achieve the benefits of a joint return and 
the tax as computed was the tax due on a joint return.” 


Zabelle Emerzian, CCH Dec. 19,809-A, 20 TC , No. 117 
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Cases to Supreme Court .. . 


IRB Reprints Available .. . 


No Letup in Canvassing 


Washington Tax Talk 


The Supreme Court 


Certiorari.—Certiorari has been 


for in the following 


applied 


cases 


Butzman v. U. S., 53-2 ustc J 9450 (CA-6). 

Conviction sustained for falsely and fraudu 
lently which it 
was represented that the taxpayer was en- 


titled to refund credits when it 


executing a document in 


was known 
at the Necessity Certificates which formed 


the basis of the claim for refunds had not 


been granted 


Bush Terminal Buildings Company v. Com 
{9392 (CA-2).- 


1 expenses were not deductible as 


stoner, 53 ] USTC Reor 
ganizatiol 

business expenses and amounts 
paid to trustee were capital assets and were 
not deductible 
ot the 


as “interest paid,” since none 
funds so paid to the 


paid out as 


trustee was in 


turn interest on taxpayer's 


indebtedness 


Banks 7 S., 53-1 ustc § 9402 (CA-8) 


Conviction sustaine where it was shown 


method that 
been 


by use of the net-wortl large 


sums ol 


income had not 


reported; a 


air trial had been granted 


Falsone v. U. S., 53-2 uste 
Accountant 


produce the 


{ 9467 (CA-5). 
convicted because he 


books, 


called for in 


refused 
papers, recor ds and 


summons 


Irie moranda 


trom 


evenue agent or to testify regarding such 


locuments 


General Artists Corporation v. Commis 

1one? 53-2 U | 66,000 (CA-2) —Sale of 
booking 

income 

Code; 


Tax Council was final as to 


cent agents 


yrdinary 


contract re- 
since it was not 
under the 


Excess Profits 


a “sale” jurisdiction of 


revised excess profits credits 


v. Commissioner, 53-1 ustc % 9420 


Contribution to a nonprofit organi 


devoted to promotion of investors’ 


and influencing legislation affect- 


Washington Tax Talk 


ing private enterprises, 


aS an ordinary al d 


pense. 


deductible 


business eX 


Was not 


necessary 


Estate L. E. Crellin 7 
53-1 ustc 9382 (CA-9) Dividends ré 
ceived by stockholders of a personal hold- 
Ing company 


Commissioner, 


constituted income in the vear 
even though the 
returned in the 
when the 
had certain gains 
were distributed the company would be sub- 
ject to personal holding company 


received, dividends were 
same year to the company 
directors learned that 


received 


the advice 
they unless 


surtax 
was erroneous 


Remmer v. U. S., 53-1 ustc § 9421 (CA-9) 


Conviction sustained for willfully attempt- 
ing to evade 


income showing 


method that 
substantial amounts of income had not been 


taxes on a 
by means of the net-worth 


reported; there had been a failure to keep 
adequate books to reflect income; and there 
had been a concealment of property 


The Commissioner 


Taxpayer Canvass to Continue. 
confusion among tax officials resulted from 
a recent that 
} 
already 
started should not be 


some 


directive Canvass programs 
announced ot 
started until the best 
other areas were included 
so that new programs would get the-maxi 
mum results. This was interpreted to mean 
that the canvassing program had 
stopped 

Not so, said the 
contrary, the 


which had not 


be en 


methods used by 


been 


Commissioner, “on the 
results obtained and 
and knowledge gained from 
types of canvassing have 
that well organized and well 
directed canvassing is necessary and highly 
productive from the standpoint of tax reve- 
nues. Consequently, the 


already 
the « x pe rience 
different 
conclusively 


shown 


Canvassing pro- 
grams will be continued, and begun wher 
none have already been started, as has been 


prey iously announe ed. 
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“Far from being halted, the canvassing 


program will be stepped up and intensified 
on the basis of the techniques that 


proved to be most effective.” 


have 


Results of Tax Investigations.—For th: 
fiscal year ended June 30, 1953, 46,114 tax 


investigations were completed, according to 


a recent report by the Commissioner, 


with 


t} 


t 
I 
ie result that there 


were recommendations 


for the assessment of additional 


penalties totaling $178,316,215.40 


taxes and 


In the riminal fraud area, 1,276 


were referred to the R 


cases 
egional Counsels’ of 
ommendations for 


fices with re 


( riminal 


prosecution Convictions 


were obtained in 


95 per cent ol the cases tried, with prison 
sentences totalling 349 man years and fines 
aggregating $3,026,538. Racketeers provided 


a large source of revenue in this respect 
Of the 884 taxpayers who were 
and 


convicted 


sentenced during the fiscal year, one 


was a person who had fled to Europe while 
under investigation for tax irregularities and 
who had 


Legion in 


French Foreign 


before 


1 in the 
Indo-China 
hended and extradited 

Acquiescence.—The Commissioner 
quiesces in the following 


R. E. Nelson, CCH 


was reasonabl 


served 


hein: pDpr 
pene ippre 


Dec 


cause for 


19,371 There 
alleged deficienc 


based on failure to report dividend distri 


bution as where advice of 


that it 


taxable income, 
had 


repayment ol 


accountant been constituted 


loan 


CCH Dec 


to purchass 


Abraham Rosenberg, 19,560 


Exercise of option stock in 
employer corporation did not result in tax- 
able had 
enable employee to acquirs 


income as option been 


given to 
proprietary in- 
corporation at me 


with 


erest in. the future 


time and not the intention of com 


pensating him 


Westmore Willcox, CCH Dec 
vestment 


19,645.—In 


sold was not 


character of house 


changed to personal residence by taxpayers 


temporary occupancy while away 


1 
trom thet 


permanent home and was de 


ductible as one incurred in connection with 


ke SS on sale 


a transaction entered into for p1 


z, H Bien, CCH Dex 


19.574 Dedue 
tion was allowed for i 


maintenance ot ofthce 
amount 
merely an 


in residence although in an 
that 


estimate 


Manson L. Reichert, CCH Dec. 19,504 
Campaigns contributions turned over to a 
county committee ol 
chairman 


774 


less 


than claimed which 


Was 


which taxpayer was 


were not taxable to him 


October, 


1953 @ 


H. Eugene Boyd, CCH Dec 
nership leased mill 
contracted to 


19,324.—Part 
Member of partnership 
purchase 
lease payments were to be 


leased property, 
applied to pay 
ments under contract. Other partner did 
not join in contract; title remained in seller 


and taxpayer lessor all his 


assigned to the 
under the 


derive income 


rights in the lease contract tax 


payer did no from the rents 
Reorganization of partnership did not amount 
to sale where 


new partnership bought in 


terest of retiring partne: 
Carl Oestreicher, CCH 
from registered 
bond, constituted 
basis had he eT, Tec 
Foster Wheeler Corporation 
19,562 Royalties payable Wwe! 
in the 


19,561.—In 


iSSue¢ 


Dec. 
come note, 
ta capital 


ivered 


which they bec: I 


where only the obliges 


year in 
was uncertall 


ties receivable were to be accru 


year in which their dispute with 


was settle d 


O. Falk’s 


19,57 ) 


Department Store, 


Failure t file 


CCH De 
personal holding 
company income was reasonable, advice of 
experienced and reputable accountant being 
relied upon. 


The Commi 


following 


Nonacquiescence. 
not acquiesce in the 
Alice Humphrey Evans, CCH Dec 
Payments 


19,5 IR 
interim alimony d« 
cree did not constitute income to wife 


under an 


the parties were still married 


Joe B. Luton, CCH Dec 
business income is reduced by 
| 
loss: 


such loss could 
1 


sidered in computing the net o 


excess oO! 


deduction carry-back; and 


Vi 


no business income to reduce 


I 


taxpayer was entitled ti 
entire business loss as an 
deduction 


Home Titli 


17,932.- 


Guaranty Company, 


New Yo 


unearned premiut 


under 
constituted 
even though prior to the 


June 1} 


Rese rve 
ance Law 


amendment ot 
Statute on 


a mere solver.cy 


The Bureau 


Recently, action was initiated by 


i 
Bureau to make available all out-of 


Internal Revenue Cumulative Bulletins which 


have been issued _— since 1927. 


forms may be obtained from the Superin 
tendent of Documents, United States Gov 


ernment Printing Office, Washington 25, D. ( 
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Revision 
of the Internal Revenue Code 


By AUBREY R. MARRS, Attorney, Washington, D. C. 


ff “Crusade in Europe” is not the 

OT ly Tris de t) » ] tT 1€és Th - > 

niy crusad rt recent 1mme nere ° 
is another one going on right here in these This Report on the Recent Tax 
United States. It is being conducted against . 
heavy odds by Congressman Dan Reed and Hearings Forecasts Future 
his associates in the House of Repre senta ° ° ° °° 
tives I am referring to the “Crusade for Code Simplification and Revision 
tax simplification, tax equity, and tax under 
standing,” now being waged under the aus- 
pices of the Ways and Means Committee grown to such a degree through numerous 
The crusades abroad have been costly in patchwork amendments that it has become 
blood and money Congressman Reed’s complicated, unfair, and in many situations 
crusade may actually resplt in reducing the completely unworkable.” 
tax burden of our people. If it fails so to do, 


is the revision of the Code with which 
al 


the reason gely the fiscal neces- 


r th his article is concerned. The internal 
ities of the government. | 

orc wef 2 é revenue laws have not had a thorough re 
His labors for a revision of the Internal examination and analysis since the compila 


Revenue Code do not re present an eleventh tion of the revised statute S, about 80 vears 


hour conversion for Dan Reed. In fact, on ago The Code must be examined from 


might say that he is a “B. ( revisionist, stem to stern Che substantive provisions 
that is, before change in the administration 


of the Code, as well as the procedural pro- 
Chairman Reed considers that “a sound and visions, need to be carefully scrutinized to 
see if they are fair, workable and under 
standable. “We must make a complete re- 
vision,” says Chairman Reed. It will be 
The present administration is confronted an undertaking of the first magnitude. He 
with three major problems. First, Federal recognizes that due to budget limitations, 
expenditures are at too high a level. Second, “we may not be able to go as far as we 
Federal, State and local taxes are so high would like in all respects,” but we can at 


efficient revenue system is an essential two a 
healthy American economy.” He has a 
three-point program: 


that they are taking almost thirty percent least adopt sound, equitable and under- 
of our national income And this, despite standable principles in the law. Just be- 
the fact that prominent economists have re- cause it can’t be done in one Herculean 
peatedly stated that it is dangerous for a operation is no reason why it may not be 
government by taxation to take more than done by feasible stages. Secretary of the 
twenty-five percent of the national income Treasury Salmon P. Chase once told Horace 
Third, the Internal Revenue Code has’ Greeley that “The only way to resumption 
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Mr. Marrs was formerly Head of the 
Technical Staff, Bureau of Internal 
Revenue, which position he held from 
1933 until 1951, when he retired 
He is the 
author of many treatises on federal 
taxation and related subjects. 


from government service. 


] 


resume.” Or as the Chinese would 


1000-mile 


is to 


put it, a trip begins with the 


rirst step 


PRE-CODE ERA 


Prior to the Revenue Act 


general scheme of internal 
was to make 


contained 


revenue legisla 


tion each revenue act self 
body of statutory law For 
example, in the Rev Act of 1926, there« 


provisions of the 


enue 
were re-enacted all the 


1924 act both 
with such 


preceding and 


omis- 


substantive 
procedural, changes and 
sions as the 
dictated: the 


pe ale d, 


current policy Congress 


preceding act then re 


certain 


was 
with The sub 


stantive law provisions of each revenue act 


exceptions 


would remain in force for the years to which 
applicable, except as subsequently amended; 
but as to adjective or procedural law, such 
provisions were 


under 


restated as to open 


provisions in- 


cases 
and 
cluded for all cases t 


prior acts new 

irise under the then 
current revenue act. The method did create 
especially in 


some confusion 


procedural 
\s explained by the Ways and 
Means Committee “The effort in each new 
Act to put in the same place all the law 


relating to the assessment anc 


problems 


collection of 
earlier 
relating to the 


taxes for years, as well as the law 


| 


method of assessment and 





collection of the taxes imposed by 
Act, has 


Striking 


such new 


resulted in many complications 


examples of the difficulties en 
countered may be found in sections 277 and 
278 ot the 1924 and 1926 
the statute of limitations, 
1926 Act with 


and section 283 of the 


Acts, dealing with 
section 284 of the 

refunds and credits, 
1926 Act, dealing with 
Board of Tax 
under the 


dealing 


appe als to the 


Appeals in 
1924 and preceding 


Cases arising 


\cts It 


produce 


this process is will 
complexities. The 
committee 1s impressed with the importance 


(1939-1 (Part 2) 


continued, it 
more and more 
of making a fresh start.” 
CB 391, at page 421.) 


The plan of the early 
counts for the 


“Internal 


revenue acts ac 


arrangement employed in 


Revenue Laws,” a compilation 


once issued by the Treasury Department at 


776 


convenient intervals, the last 
ing the internal revenue 
April 1, 1927. The 1927 compilation com 
bines the appropriate sections of the Re 
Statutes, the Revenue Act of 1926, 
approved February 26, 1926, and such prior 
acts as had not 
ample, 


one contain 


laws in force on 


vised 
become obsolete For ex 
Chapter 19, “Income Taxes,” con 
tains all such provisions in the Revenue Act 
of 1926, followed by prior revenue 
act, back to and including Section 38 of the 
1909 


every 


a f August 5, 


As a result of the 
by the Staff of the 
others, particularly committe 
the members of which served without com 
pensation, 


study of the 
Joint ( 
a voluntary 


Situatio! 


ommittee and 


certain changes were 
mended which took shape in the 
Act of 1928. This act differed 


from previous revenue 


recom 
Re venuc 
materially 
After 


¢ xplaine d, the 


acts reciting 


he difficulties above 


 senat 
Finance Committee Report says 


1 
} 


“Therefore, the he incom 


provisions of t 
present bill 
1928 and succeeding years 
effect 
imposed for prior taxable years, nor dé 
provisions of 


tax title of the apply only to 


the taxable ye: 


They have no whatsoever on taxes 


the 


tax title have 


1926 income 
any effect on the 


computation of tax Io! 
1928 of j 


later years For this reason the 
1926 Act is not 
remains in forces 
1925, 1926, and 
under pri 

Pith 

present bill, containing express amendmen 
to such title, litle IV, 


provisions, 


income tax title of the 
repealed by the bill and 


for the collection of taxes for 
1927, as 


well as taxes 


except as modified by 


and by contain 


various administrative 


Title V, 


intended to 


and 
containing a tew retroactive 


sions relieve certain 

prior Acts It 

noted in particular that provisions such as 
those in Titles X, XI, and XII of the 1926 
Act as remain 
in full force and effect 
by the new Act) 
and subsequent 


hardship under 


well as other titles thereof 
as amended 


1928 


(except 
for the taxable year 
taxable years For in 
stance, section 1107 applies to income taxes 
for 1928 and 


is not restricted to 


tuture years 
‘internal revenue 


in force at the time of its enactment 


Its application 
laws’ 


“Tt is planned ultimately to combine p» 


sions of this general nature into a com 
or code apart from the Revenue Acts.” 
(Part 2) CB 421.) 

At the 


distinctive 


(1939-) 
(Italics supplied.) 


time, the 
change in 


same 1928 act made a 
the typography and 
style of printing of the revenue acts. This 
was explained by the Ways Means 


Committee Report, as follows: 


and 
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“The 
nue 


Internal Reve- 
recently sub- 
Ways and 
Committee of the 
recommendation that 
one of the most helpful steps in the simpli- 
fication of the income tax would be the use 

a new 


ot bi 


also making use of 


Joint Committee on 
Taxation in its 
mitted to the 


report 
Committee on 
Means and to the Finance 


Senate, indorsed a 


making use 
Id face headings and subheadings and 


typographical setup 
indentions, so that the 
find the 


ot The styl ap 


reader may more matter he 


rroved by the 


easily 


| 
I 


ymmittee for use in the publication 
when enacted, is set forth in 


report Che 


he law, 


Volume 


present bill make S use 


[I, appended 
system recom 
mended for the printing of the law, as nearly 
size available 


Office will per- 


f type in b 
vernment Printing 
(1939-1 (Part 2) 


new idea was a ification so long 


revenue measures did not come too 
ii there were tew retroactive amend 
Stat 


with 


he adoption of a continuing 


licable to the current years, 


ynal intervening amendments and 


active 


amendments, rendered it 


easy for taxpayers (and law 
{ 


o ascertain exactly what the law 
during any giv ear The 


Was 
statute appli 
cable to the taxable period under considera 


nN would give one the statutory law, subject 


run-down on retrospective amendments 


in 1922. there appeart d on the 
a publication which remains to this 
enient medium tor ascer- 
statutory law in federal income, 
gift taxation, applicable to past 
is the correlation of the revenue 


Walter E. Barton 


nth edition, 


This work is 
and certain editions 
taken together cover the entire period from 
1913 to 1949 


This work is a correlation, 
he corresponding j 


provisions of a 
laid alongside 

in vertical columns so that they 
readily | The 
through use oft 
Cont | 


revenue acts are 


compared same re 
be accomplished 
INTERNAL REVENUE Since a 


of about six years occurs between 
editions, a large portion of the retroactive 
amendments appears along with the original 
Unfortunately, this 


though convenient method cannot be followed 


provisions laborious 


by legislative bodies. 


CODE ERA 


As foretold above, the Internal Revenue 
Code was prepared and was approved by 
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the President on 
Statutes, Part I). 
Mimeograph 4909, 1939-1 (Part 1) CB 
391.) Then more revenue acts came in 
rapid succession, with hundreds of retro- 
active amendments. From the enactment 
of the Code on February 10, 1939 to the 
end of 1943, there were 737 different amend 
ments, 83 of which became effective on the 
date of their enactment or on the following 
day; 77 of which became effective from ten 
days to several months after their enact- 
ment: and 577 of which were retroactive for 


10,- 1939 (33 


explanatory 


February 
(See the 


periods ranging from less than one year to 
approximately four years 
oft trequent 


The same policy 
amendments to the Code con- 
tinued during the six-year period 1944-1949, 
when there were 380 amendments, a large 


number of which were retroactive. 


Only 
since 


DY re 
thei 


a small number of the amendments 
February 10, 1939 have been made 
enacting the amended i 
Most of them 
striking out some 
other 
o! which has 


sections in 


entirety have been 


made by 


language and 


inserting language, the consequenc« 
that wer 
required to make the necessary eliminations 
and substitutions Uhe 


been taxpayers 


result of so many 


amendments to the Code in such patchwork 
been to create unavoidable, it 
even with the 
inaugurated by the 1928 
iere 1S no way of avoiding this kind 
annual and semiannual 

Code, sprinkled with 
many retroactive provisions. Such a method 


continued 


on has 


not unnecessary, confusion, 


lmMprove d 


} 
i 


system 
act. | 
of confusion with 


amendments of th 


of revenue legislation over a 
period of years is 


complications and unsound prac- 
that the 


has been throw: 


conducive to many in 


equalities, 
tices. It is no exaggeration to say 


present federal tax structure 


together by disconnected enactments, usually 


under the pressure of 


real or fancied na 


tional emergencies. Chairman Reed recog 
situation. A 


the Code is ove rdue 


nizes that general revision 


REVISION OF THE CODE 


The Staff of the Joint Committee on In 
ternal Revenue Taxation was instructed by 
the chairman to undertake a revision of th 
Internal Code. Accordingly, the 
staff survey to elicit sugges- 
tions and comments from the general publi 
relating to 


Revenue 
conducted a 


improvements in the internal 
revenue laws and their administration. The 


survey was conducted on the basis of a 


widely distribu questionnaire, the response 
immediate and 
trom all parts of the country 

oe 


to which was 


widespread 
On April 21, 
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1953, the staff released a preliminary digest 
of the 


been 


thousands of suggestions which had 


i 


received from individual taxpayers 


businesses, tax practitioners, professional 
and trade 


desiring to 


groups associations Anyone 


study the matter might wel 


begin with this preliminary digest 


Based upon replies to the 


digest set 


questionnaire, 
rth 40 care 
selected subjects upon which to con 
Chis numerical list, 
which the 


preliminary 


hearings 


gives the order on 


public 


hearings 
ld, is as follows 


(1) Qualifications for the 
| 


depe ndency 


credit (including such problems as to whether 


should be 
whether 


de pendency exemptions 


granted 


for foster children, a dependency 
exemption should be apportioned where two 
or more 
port, and the problem ar 
individual who other 


pendent earns over $600 of 


taxpayers are providing the sup 


ising where an 
wise would be a de 


income); 


(2) 7 he expenses ol! child o1 depe ndency 


care for working wives, widows, et« 


? 


(3) The deduction of 
expenses (such as problems relating to the 


5 dollar 


> per 
limits, and the coverage of the deduction) 


medical and dental 
cent minimum, the maximum 


(4) Deductions of 
interest and taxes 


charitable contributions 


(a) charitable contributions 
(b) 


(c) taxes; 


interest, 


(5) College and educational « xpenses 
the | 


unusual school 
pendents and also the 


luding expenses of de 


professional educational 


expenses of the avers themselves): 


(6) Business expense deductions from ad 


justed gross it (such as traveling ex 
penses, 


and the 


entertainment expenses, work clothes, 


relationship of these deductions t 


the standard deduction) 
a) adjusted gross income, 

b) traveling expenses, 

c) entertainment expenses, 

(d) work clothes, 


e) the standard de duction; 


(7) Alimony and 


and support payments; 


separate maintenance 


(8) Income-splitting and head-of-housse 


hold provisions; 


modi 
fication of Section 107 to provide a different 


(9) Averaging of income (such as 


type of averaging and coverage of types of 


income not now provided for by that section) 


(10) Earned income credit; 
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cory 2 


turns, 


filing 
individuals 


time and 


manner ot 
and declarations for 
(a) time and 
(b) 
(12) 


(13) 


manner of filing rett 
yns tor individuals 


Withholding . 


En pl vee death an 


dec larati 


| disability benefits: 
(a) employee death benefits, 
(b) employee disability benefits; 

per cent annuity rule; 


and detererd 


a) 


(b) deferred 


(16) Pension and profit-sharing treat 
provided by Sections 165 and 2 


compensation 


(17) Techniques for alle 


taxation of dividends; 


(18) Accounting principles (sucl 


relating to timing and correlation 


ng income and expenses) ; 
(19) 


_LIFO inventory accounting 


(20) Depreciation and amortizatior 


(21) 1 


Research and 
tures; 


development exp 


(22) Capit 


problems relating to basis 


gains and 

(a) capital gains and losses 
(b) problems relating to basis; 
(23) 
(24) 
(25) Cancellation of indebtedness; 
(26) 


porate dividends 


Income taxes of lessor paid by lessee 


The net operating loss; 


Consolidated returns and inte 


(a) consolidated returns, 
b) intercorporate dividends 


(27) C 


orp ate 


reorganizations 
tributions: 


(a) corporate reorganizations 
(b) corporate distributions; 
(28) 


Statute of limitations 


and collection 


assessn 
+ ] 

of taxes and penaities 

(a) f limitations, 


(b) 


Statute 
assessment and collection of taxes 
(c) penalties; 

(29) Partnerships; 

(30) The 


income derived from foreign sou 


various provisions 


(31) Income 


trusts; 


tax treatment ¢ 


(32) (bad-debt 


and deduction 


bad debts 
recove ries, bad debt reserves, 


Treatment of 


of nonbusiness bad debts): 


(a) bad debt recoveries, 
(b) 


(c) deduction of 


bad -debt reserves, 


nonbusiness 
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(33) The determination of taxable 
inclusions and exclusions; 


income 


34) Gift and estate tax problems: 
(a) gift tax problems, 
b) estate tax problems; 

(35) Excise tax 
those 


problems (exclusive of 


relating to rates, to new taxes, or to 
removal of existing taxes); 

(36) Retirement funds for self-employed 
others not covered by existing pension 


plans; 


and 


(37) Exclusion of pension and retirement 


income for specific types of employees; 


(38) De ple tion and 


tures 


exploration expendi 


(a) depletion, 
(b) exploration expenditures; 
(39) 


Improper accumulatio1 


tion 102); and 


surplus 
{Sec 


10) Excise tax rates 


In a recent study, made by Commerce 


} 


learing 


hled between 
; 19 


House, of the 9000-odd petitions 
November 8, 1951 and Janu 


ary |i 1953. the most recurre! issues ap 


by petitioners to the Tax Court were 


exemptions; (2) 


(1) Dependence partnet! 


s and losses: (4) 


m1 dqgedauctions; (9) de 


p yn; (6) travel expenses; (7) medical 


(S) entertainment 
to note that the number one 


issue taken to the Tax Court was the 


expenses It 


iS rev¢ aling 


num 


ber one subject on the 


committee’s list; 
also, thi I one 


f the most recurring 


named were covered in the 


; 


nearings 


} 


vegan on June 16, 
August 14, 


present ¢ 


1953 and -oncluded ot 


1953 


It may unde onditions, 


the primary object of federal revenue leg 


islation is to and ever 
But 


needs a break as well as the gov 


find new expanding 


sources of taxation sometimes the 
taxpayer 
ernment hese hearings the first 
opportunity offered to the public to express 
itself before the Ways and Means Com 


mittee on 


were 


the Code in its entirety, rathe: 


than on the specific matters involved in a 
current revenue bill. 


The entire list of 40 subjects was recited 


} 


above not only for the convenience of in- 


} 
tereste d ré ade rs but also tor the purposes of 
this 


article. Each subject hereinafter will 
1The historical notes and annotations with 
respect to published editions of the Internal 
Revenue Code generally begin with its original 
content when adopted in 1939. 

2 For those interested in a broader but concise 
statement of existing law, a dependable sum- 
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be briefly discussed in its 


quence. 


numerical se- 
Each busy reader may pick and 
choose the subject in which he may be 
interested and thus conserve his time. The 
plan of treatment of subject is as 
follows: (1) an historical note pointing out 
the origin of the item in, our federal tax 
structure, usually back no further 
than the act of October 3, 1913,’ which is 
the first enabling act under the Sixteenth 
Amendment; and (2) a brief statement of 
the existing law.2 Then follows a brief 
public testimony developed 
In this way, it is expected 
that the coverage will be sufficiently informa- 
tive to put one on 
of the 
exhaustively 
so. About 
covered in 


each 


going 


résumé of the 
at the hearings 


notice as to the 
Anyone 
into the matter is free to do 
half of the subjects 
this installment and concluded 
later issue. The testimony and the 
submitted statement did not always coincide 
with the 


scope 


hearings desiring to go 


will be 
in a 


subjects set for hearing. 


Dependency Credit 


Historical Note. 


hrst 


The dependency credit 
appearance in 1203 

Revenue Act of 1917. It granted the 
head of a an additional exemption 


of $200 for each dependent child. 


made its ection 


family 


Che sub- 


sequent amendments have been 


numerous. 
law, an exemption of $600 
each dependent 


Under present 
is allowed for 
fied 
taxpayel 


in a speci- 
of relationship,’ for whom the 
provides over half the support. 
However, the dependent’s gross income for 
the year must be less than $600, and, if an 
alien, he must reside in the United States, 
Canada or Mexico. (Section 10 (b), Indi- 
vidual Income 1944, approved 
May 29, 1944.) The dependency exemption 
is now wholly free of the concept of “head 
of a family.” 25 (b) (1) (D) 
and Code Section 25 (b) (2) and (3).) 


degr« € 


lax Act of 


(Code Section 


Testimony at Hearing, June 16, 1953.— 
Numerous House bills 


introduced relative to 
Much of the 


contuses the 


have previously 
this subject. 
under this topic 
credit with the 


working 


been 
testimony 

dependency 
expenses for child care for 

that the middle 
laboring class have no 
budget 


wives 
It is evident class and the 
appreciation ol the 
requirements of the debt 


testi- 


national 


and national Most of the 


security. 
marization may be found in Master Tax Guide 
for 1953, published by Commerce Clearing 
House, Inc 

’M. D. Harrison, CCH Dec 
(1952) (foster children) 


19,036, 18 TC 540 
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was directed to increasing the credits 
for dependents. The Joint Committee Staff 
estimates that to increase the personal ex- 
emption from $600 to $1,000, not to mention 
dependents, would cost approximately $9.5 
billion in revenue. The American Bar As- 
sociation recommended that wages paid to 
the dependent by the taxpayer be disal- 
lowed, where an exemption is claimed for 


mony 


Consider- 
support developed to grant foster chil 
dren dependency status on the ground that 
it would stimulate the chil 
dren. The Legislative Representative of 
the Panama Canal Zone recommended that 
Section 25 (b) (3) be amended to include 
a dependent who is a resident of the Canal 


Zone Che 


the amount of the dependency 


the dependent by the taxpayer 
able 


adopti mm of 


recommendations to increase 
exemptions 
sometimes had a maximum limitation based 
upon adjusted gross income and/or age of 
the dependent. The trend 
the amount of the dependency exemption 
$600 to $1,000, which would involve 
an amendment of Section 25 (b) (1) (A) 
Code 


was to increase 


Irom 


Expenses of Child or Dependency Care 
for Working Wives, Widows, Etc. 


Historical Note.—Medical 
cepted, the Code never provided tor 
the deductibility of the personal expenses 
of a child, nor has it permitted the deduc 


expenses ex 
has 


tion of expenses incurred by a working wife 
or by a widow for the care of a dependent.‘ 


The dependency credit is supposed to 
represent the extent of benefit 


to be derived from the care of dependents. 
Hearings, June 16, 1953. 


able trend of the 
a deduction as a 


income tax 


The unmistak 
allow 
under 
for child care occasioned by either 


testimony was to 


business expense, 
Section 23, 
parent being engaged in gainful 


H. R 


ower to 


OC cupation 


wid 
deduct amounts paid in providing 
children while the parent is em 
ployed. A limitation was suggested that the 
amount otherwise allowable under this bill 
should be reduced by the amount by which 
the adjusted gross income exceeded $5,000. 
H. R. 4394 would allow the expense of 
providing care for children under 16 years 


305 would allow a widow o1 


care 101 


of age, where the mother is gainfully em 





‘See Mildred A. O’Connor, CCH Dec. 15,004, 


6 TC 323 (1946) Cf. Katherine K. Thurston, 
CCH Dec. 18,505(M), 10 TCM 809 (1951); Hugene 
W. Lorenz, CCH Dec. 17,155(M), 8 TCM 720 
(1949) 

SEstate of Jacob 
19,564(M). 12 TCM 368 
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Hentz, 
(1953) 


Jr., CCH Dec. 
(nonprofessional 


ployed. H. R. 2861 would amend Section 
23 to allow child care expense, but would 
limit it to $40 per week and require the 
children to be under 16 years of age and 


to live at home. 


Medical and Dental Expenses 


Historical Note.—This 
added to the Code by 
Revenue Act of 1942. 
(x).) This principle opened the 
tor the retroactive 
act. Prior to that 
regarded as a 


deduction was 
Section 127 of the 
(Code Section 23 
floodgates 
deductions of the 1942 
time medical care was 
purely personal 
expressly made nondeductible by 
24 (a) (1) of the Code. When the 
for “extraordinary medical was 
added, Section 24 (a) (1) was amended to 
conform. Originally, the deduction was allowed 
for medical care of the taxpayer, 
dependent, but only 
expenses 


expense, 

Section 
deduction 
expenses” 


spouse, o1 
to the extent that sucl 
exceeded 5 per adjusted 
The deduction has been 
expanded in behalf of elderly people. The 
5 per cent restriction is inapplicable to such 
expenses for the care of the 


cent of 


YTOSS 


income 


taxpayer and 


his spouse if either has attained the age 


of 65 years. There are also maximum limi 
deduction 


The statute expressly allows: amounts paid 


tations on the amount of the 


health insurance. The 
liberally 


be drawn 


for accident or stat 


ute has been construed, but the 


somewhere.’ 
Hearings, June 17, 1953.—Numerous bills 
have been introduced bearing upon this sub 
ject All 
of the deduction for 


line has to 


were directed to a liberalization 


medical care, particu 
larly the removal or alleviation of the 5 pet 
rule. There was little agitation to lift 


the maximum 


cent 
limitations. Several organi 
zations of persons who are physically handi 
capped or disabled 


claims for greater tax relief by way 


permanently presented 
of both 


deductions and exemptions 


One witness would free the cost of health 
insurance from the 5 per cent rule and from 
the standard deduction, on the ground that 
it would reduce the possibility of socialized 
medicine. The president of a Washington, 
D. C., Dye-Dee Wash concern 
amendment to the 


urged an 


definition of “medical 


care,” to include antiseptic diaper service 





attendant at home): Frances Hoffman, CCH 
Dec. 18,805, 17 TC 1380 (1952); Samuel Ochs, 
CCH Dec. 18,452, 17 TC 130 (1951), aff'd 52-1 
ustc § 9271, 195 F. (2d) 692 (CA-2), cert. den 
344 U. S. 327 
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Charitable Contributions, Interest 
and Taxes 


This is an unrelated combination of de- 


luctions, although in the absence of statu- 
tory authorization, and when not connected 
with business or the production of income, 
ey would all be 
nondeductible 


appear in the 


regarded as personal 
They 
Code as Section 23 (0) 


g) (contributions); 


disbursements. now 
and 
(b), and 


24 (c) (interest); and Section 23 (c) (taxes). 


Sections 23 


Historical Note (Contributions). 
luction to individuals for 
mrst 


+1 t oft 


e at 


The de 
charitable contri 
appeared as Section 1201 of 
October 3, 1917, amending the 
1916 limited 
d per cent of the taxpayer’s adjusted 


OTOSS income As to 


‘ 
} + 
Dutions 


act of September 8, 


It is now 


corporations, the 


charitable deduction 


was 
Section 102 (c) of the R 


first granted by 
evenue Act of 1935 
his deduction is still limited to 5 per cent 


the corporation’s net income 


Hearings, June 18, 1953. 


Community 


The president of 
Chests and Councils of 

that the 
effect, at 
Other 


America, 


Inc., urged 


present allowances 


remain least at their present 


le ve ls 


witnesses recommended that 


e charitable deduction to corporations be 


increased trom 5 per cent to 10 per 


that it 


cent 


on the assumption would stimulate 


the flow of funds from successful corpo 


rations to private charities 


Historical Note (Interest).—The 
deduction to 


interest 
individuals appeared in 
1913, Section II B, 

deduction 


hrst 
+} 


ne act of 


(sec ond ) 


Ictober 3, 


Today, the covers 


all interest paid on indebtedness except 


indebtedness incurred to purchase exempt 


ybligations. The interest deduction to cor 


porations began with the act of August 5, 


1909, Section 38 (second) (third), and, in 


was subject to a maximum 
limitation which the courts upheld.® Today, 


this item is 


the early ac ts, 


1 


the deductibility of geared to 


several restrictions respecting promptness 


relationship of the tax 
(Code 


ot payment and the 


payer and the payee Section 24 (c).) 


Although this 
relates to a limited number of busi- 
expense 
taken to 


Hearings, June 19, 1953. 


section 
ness deductions, 
other matters more or 
related. One witness favored H. R. 
which is a bill to amend Section 127 
Code 


occasion may be 


bring in 


less 


1021 


(a) of the relating to war 


losses, 


Anderson v. Forty-two Broadway Company, 
239 


2 U. S. 69. 36 S. Ct. 17 (1915): Tyee Realty 
Company Vv. Anderson, 1 vustc %15, 240 U. S 
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giving the taxpayer a wider choice in the 
treatment of such (See Shahmoon 
vu. Commissioner, 50-2 ustc § 9500, 185 F. (2d) 
384 (CA-2); I. T. 4086, 1952-1 CB 29; 
Kenmore v. Commissioner, 53-1 ustc § 9434 
(CA-2), aff’ CCH Dec. 19,110, 18 TC 754 
(1952).) 


le sses. 


The Federal Tax and the 


recommended 
the amendment of Section 24(c) to provide 
that no 


Forum, Inc 
American Bar Association 
would be 
thereunder for an expense or 
where the related 

item in his 


deduction disallowed 


interest item 
taxpayer included the 
return and signed a 


to be taxed thereon 


and H. R. 4166 
favorable consideration. 
Section 


accrued 


binding election 


H. R. 1018 
urged tor 


bills allow 


the deduction of losses and other expenses 
occasioned by abnormally high water levels 
in any 


were also 
These 
23(e) to 


would amend 


body Ot 


water, including a river. 


Historical Note (Taxes). 
plicated subject Qn its tace it 
the deductibility of 
imposition rhe 


This is a com 
deals with 
their 

individuals 
for taxes began with the act of October 
3, 1913, Section II B (third). To corpora 
tions, it with the Act of August 5, 
1909, Section 38 (Second) (fourth). In the 
1917 act, federal income taxes 
were eliminated as deductible items. By 
Section 111 of the Revenue Act of 1943, 


federal excise and stamp taxes, not deducti 
ble as 


taxes and not 


deduction to 


began 


and profits 


business were 
(Section 
summarize the 


would 


eliminated 
23(c) (1) 
present law on 


expenses, 
from deductible taxes 
(F).) To 


this item carry the writer beyond 


necessary space limitations 


Hearings, June 18, 1953.—Th« 


pendent Natural Gas Association of 


Inde 
\metr 
ica recommended that the stamps purchased 
in connection with stock issues be allowed 
as deductions trom income sae 4 
3806, 1946-2 CB 41, ruled that stamp taxes 
on bond issues were 


gross 


deductible on an amor 
ove! the life of the bonds 
(See Hirshon v. U. S., 53-2 uste J 9499 (Ct 
Cls.).) 


tized basis 


An individual witness 


recommended an 


amendment to Section 23(c) which would 


provide that taxes will be deemed to have 
been paid or 
vendor 


accrued in respect. of the 


vendee of real 
with the adjustments 


between them on the settlement 


and the property, 


in accordance made 


date 


115 (1916): Brushaber 1 
Company, 1 ustc § 4,240. U & 1 


Unign Pacific Railroad 


(1916) 
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College and Educational Expenses 


Note.—Section 
deductions all the 
expenses in 


Historical 
allows as 


23(a)(1)(A) 
ordinary and 
necessary carrying on a trade 
24(a)(1) expressly 
prohibits any deduction for personal, living, 
or family expenses 
either for the 


or business. Section 
Educational expenses, 
taxpayer himself or for a 
dependent, usually fall under the prohibition 
of Section 24(a)(1) However, in recent 
years a breach has been driven in the 
ernment’s defensive wall. In Ail] z 
4 9310, 181 F 
Fourth Circuit reversed the 
(CCH Dec. 17,166, 13 TC 291 
(1949)) and held that where a publi 
was 


,OoV- 
Com 


missioner, 50-1 usT¢ (2d) 906 


(CA-4), the 
lax Court 


school 


teache1 


required under state law to 


either take exami 


1 1 
schoo! or 


attend summer 
nation on five selected books as prerequisite 


for renewal of her teacher’s certificate, the 


cost of attending 


summer school was an 


ordinary and necessary business expense 
In Coughlin v. Commissioner, 53-1 
{ 9321, 202 F. (2d) 307 (C 

Circuit reversed the Tax Court H Dee 
19.034, 18 TC 528 (1952)) and held that 
attending New ork 


Institute, 


USsT« 
A.2), > Second 


the expense of Uni 


versity’s Tax incurred prac 


ticing lawyer, was a business expense 


Hearings, June 18, 1953.—T 
elect of the American Medical Association 
urged an amendment to the Code 


ie president 


authoriz 


ing the deduction of 


postgraduate educa 


tional expenses. 


Support two bills, H. R 
274, which would allow a deduction with- 
out limitation of expenses for the 
of a dependent; and H. R. 3469, 
a deduction for expenses for the 
that of 


college 


was urged for 
education 
to provide 
taxpayer's 
own education or 
but not 
witness 


another person 
Another 
both sec 


and college educational expenses 


level 
deduction of 


below the 
urged the 
ondary 


\ certified public accountant made a very 
interesting contribution. He recommended 
that no deduction be allowed to a taxpayer 
for educational expenses l 


paid for depend 
The deduction should be allowed to 
the person 


the education, and be 


ents 
receiving 
written off as a capital expenditure simila 
to the depreciation of 
deduction should 


fixed assets The 


be allowed against either 
employment or self-employment income in 
an amount not to exceed the 


per cent of 


lesser of 10 
cost or 25 per cent of actual 
Any amount re 
maining after ten years would still be avail 
able under the 


Refresher 
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employment for the year 


same rules of deduction 


courses and seminar expenses of 


persons already thei 
should be either fully deductible when paid 
or incurred, or added to the unam 
similar to the 


overhaul of 


Started on careers 


irtized 
base handling of a 


assets for 


major 


future amortization 


Business Expenses 


Historical Note.—The necessary expenses 


actually paid in business 


carrying on any 
were allowed as deductions beginning with 
the 1913 act. Section 214(a)(1) of the 1918 
t changed the wording to “all the ordi 
and necessary i 
curred 


ac 


nary expenses paid or in 
taxable year in carrying 
The 
was adopted by 
Individual Income Tax 
1944, in connection with the 
table, 


during the 


on any trade or 


business.’ concept ot 


“adjusted gross income” 


Section 8(a) of the 
Act of 


1 
simpli 
fled tax 


and for use in determining 
deduction, medical 


22(n) of the 


the standard 
et section 


expenses 
present Code 


creates a discrimination between taxpayers 


similarly situated for all practical purposes 
employed person in business, or a1 
deduct 
in arriving at adjusted 


then take the 


yer, may all his Section 23 ex 
gPross il 
standard deduc 
neficial to 


contrast, a 


it is not be itemize 


deductions By salarie 
! working on 
deduct 


than travel, 


a person 
basis busine ss ¢ 
meals and lodg 


from home, in 


may 


arriving at 


ross income, only to. the 


extent 


reimbursement arrangement witl 


ployer Chis places the salaried 
mission salesmen at a_ disadvantag 
unreimbursed 


respect Tt expenses 


he must itemize them to obtain the 
under 
ot the tax 


lard 


tion Section 23. This offsets mucl 


advantage connected with the 


Stan deduction. 


Hearings, June 23, 1953.—The discrimina 
tion above described was attacked by sev 
eral witnesses, primarily 


of the 


from the standpoint 


salesman. In this re 


commission 
spect the commission salesman seems to be 
regarded as an employee 
that in arriving at 
and in using 


It was submitted 
adjusted income 
the standard deduction, there 
should be no 


gross 


distinction as between the 


self-employed or an employer, and an em 


ployee Different solutions were advanced, 


one of which would repeal the restrictions 


in respect of an employee’s expenses not 
reimbursed by his employer 


\ similar discrimination exists as be 


1 
SALCS 


tween “city salesmen” 


and “travelling 


men.” Travelling expenses “while away 
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from home” are 


idjusted 


deductible in arriving at 
gross income A salesman who is 
and suburban territory 


incurs the same type of expenses but cannot 


assigned to city 


‘at them because he is not away from 


Che removal from the statute of the 
from home” 


And one 
gest that personal commut- 


while away was urged 


connection witness went 


to sug 


. ] 
place of employment 


d on the theory that “it is 


at work to earn the income 


t suggestion 


as mentioned 


a number of items present 


yurely personal For the 
however, the foregoing 
that m< 


that 


al as 
effect 
deemed to be the place of the 
(See Commis 


(9127, 326 


’s family residence 
Flowers, 46-1 ust 
165 


Alimony, Etc. 


uld v. Gould, 1 ustc $13, 245 U. S 
1917), held that 
t and maintenance payments under a 


the Supreme Court 


1 permanent 
he tormer 


separation was not 
wife under the 1913 
deductible 
Thus the 


(sections 


were such payments 

husband 

rd until the 1942 act. 
and 171 of the Internal Reve 
The constitutionality of this 

was upheld, and its 

in Mahana v. U 


Supp. 285 (¢ 


income of the 


iderable 
questionnalir¢ ove! 
still bes« 


man, 


interé Sst 
inequities whic! 
lega ly separated 


Signincans 


Income Splitting 


Historical Note. 
§ 1948, married couples are 


Since the 


allowed to 

heir combined incomes in computing th 
lability (Section 12(d) of the Internal 
nue Code.) Section 301, Revenue Act 

of 195] 


incom«¢ 


some of the benefit of 


extended 


households” 


splitting to “heads of 


Revision of Code 


one half of 
married couples 
(Section 12(c).) 
The “head of a household” is defined by 
the statute as being, in general, a formerly 
married, but now unmarried, who 
maintains a household consisting of himself, 
children, 


by giving them approximately 
the benefit received by 


from full income splitting 


person 


grandchildren 
Che splitting of income is the solution pro 
vided by the Code for 


formerly 


stepchildren and 
the serious discrimi 

obtained 
community-property 


those of the 


nation which between 
states and 
After 
several abortive efforts to take away the tax 


benefit trom the 


spouse S of! 


common law states. 


division of income between 
community property 


spouses in the 


States, 


the problem was successfully approached 

from the standpoint of granting to common 

law states lly the income 

tax advantages enjoyed by the community 
Chis 


ie€sson mn any 


“ee ; 
subdstantiall same 


property states 


may afford a good 


object 


attempts to iron out 


the inequalities in the Code. Take no unfair 


idvantage away anybody; but extend 


from 
it to everybody 


(The 


unmarried persons who 


heads ot uuseholds and certain 


cannot qualify as 


such, but who have a burden in 


serious 
caring tof 


] 


latives, claim 


they are being 


{ 
iscriminated against.) 


Hearings, June 23, 
bemoaned the 


1953. witness 
fact that no benefit whatever 
was received from the income-splitting pro 
visions by married 


One 


subject only 
(With equal 
said that no benefit what 
Section 12(d) by 
married couples in the community-property 
who fell in the 
brackets. ) Che 
the 


couples 
to the minimum rate of tax 
rorce it could be 
evel 


was received 


trom 


states highest 


sought to 


surtax 
witness correct 
alleged inequality by granting a special 
$300 to 


exemption of heads of 


per sonal 
} 


ouseholds in all categories, and to married 
adjusted 


Chere 


whost 


gross income is 


$5,000 is no rational basis 


The purpose of splitting was not 


reduce the tax rates but to level off the 


income 


serious 


discrimination which obtained for 


so long between the community-property 
states and the common law states 
body 


come 


If every- 
were taxed at one constant rate, in 
splitting would not have been necessary 


and the would 


community-property states 
not have enjoyed any 
other 


surtax 


advantage over the 
states. It 


rates on 


taxpayers in the was. the 


progressive combined in 


come ot brought 


which about the 


spouses 


disparity he splitting of income did not 
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but 
spouses on a com 
Under the 
spouses in 
could 
section 


groups are 


change the rates of taxation 
extent above placed all 
munity-property basis 


bracket 


property 


proposal, 
the 


also 


the upper com 


munity Siates 
benefit 


income 


claim 
12(d) 
entitled 
taxation, it should 
the mini 
Since all 
minimum 
had the 


some 
If the 


to relief 


spec ial Irom 


lower 

trom imecome 
be accomplished by a change in 
mum rate or in the 


married 


exemptions 
subject to the 
r fF ct, 


income, there 


( ouple s 


rate 


have always, in benefit 


of splitting 
to do 


more on that score 


It was also contended that the splitting 
of income created an inequality as between 
married couples on the one hand, and heads 


| 
persons on the 


the 195] 


a household about 


households and single 


was the occasion in 
the head oT 


the advantage 


Tr fivine 


enjoyed by spouses 
, 
| 


1° 1 
as accomplished by a change in 


1 surtax Historically 


speak ing, 


income-splitting 


provisions have thei 
in the marital status of 


Naturally, the 


Status 


attributes 


| 


under civil law have no 


t¢ heads ot 


unmarried households or 


persons generally In the community 
property 


able 


to divide their in« 


states, where spouses have always 


been under federal 


income taxation 


omes, né movement 


great 
arose to grant similar benefits to the heads 


of households and single within 
states Now that the 


prope rty 


pe rsons 
those community 


system, as regards federal income 
extended to the 
this 


should go in 


taxation, has been entire 


country, it is not clear to writer just 


how tar Congress respect of 


unmarried persons The problem does not 
exist so long as 
over $2,000; and 
until the unsplit 
into the 


solution is 


net 
not 


Surtax income 1S not 


does become 
net income 
rates At 


available to the 


serious 
surtax 


steps 


progressive least one 
taxpayer 


did 


1 
i 


married That’s what the other fellow 


Averaging of Income 

The 
prorate the gain on 
pericd of time in 
which the asset was held proved to be as 


Historical Note. refusal of the gov 


ernment to capital 
transactions over the 
costly as it inequitable. To 
to the the gain real 
ized in the year of sale but which had been 


was subject 


ordinary surtax rates 
accruing over a period of years, was pretty 
The result in no small 
measure to the alternate method of 


rough. contributed 
taxing 
capital gains, first adopted by Section 206 


of the Act of 1921 \ 
784 


Revenue somewhat 


analogous situation was presented by com 


pensation received for personal services 


rendered over a protracted period 
Phat 
220) 


time. 
recognized by 
Revenue Act of 1939, which 
107 to the Cods By 
certain 


situation 
ot the 
added a 


was sect 


new Section 


107, 


the compensation is prorated over the 


Section under circumstances, 


years in which the 
so that 


ble for 


aggregate tax so 


services were rel 


a computation at the rates 
may be made, 


computed 


those years 
becom«¢ S 


{ 


tax in tl 


maximum 
methed o 


year Or receip 


proration has been extended 


the gain derived by the taxpayel 


particular artistic work or invention by 


him; and, also, to certain kinds of “bacl 


pay.” The foregoing relief is probably i 
that it 


payments 


adequate in does not provide f 


lump-sum made 


trequent 


intervals on continuing uished 


from completed 


nt 


proyects;: k 


h 
h 


nor dé it ta 


o account lump-sum payment 


as cumulative dividends an 


interest 


Hearings, July 8, 1953. 


ere Was 


: 11 
+} -onsiderable alts 


4 
methods of averaging 
a wider fron yy 


the peri 


proposal was 


which 
nust render 

1 1 
montns and, aiso pt rmit 


taxable periods during which 


cent of the total Services are 
H. R. 6126 


} 
ines 


Another 


averaging I income 


introduced 


recommends a moving averag 


taxable 


this method 


(1) by removing the repressi\ 
of imposing the 


1 


each 


averaging ot 
that 


ture 


income It is 
he 


will improve t 


tax on the annual 


as il year stood by 


any other year, and 


tax burden among individuals 


the same amount of income ov 


extended period of time 


other 


Various methods of avera 


find the income for the taxable 


suggested 


year, each with its distinctive features Phe 


Actors and \merica 


recommended an amendment to the Code 


Associated Artistes of 


which would allow the averaging of irregular 


and fluctuating income 


methods 


It presente d three 


for so doing, with a preference 


expressed for the “simple averaging” method 


This method contemplates that, at the 


of a given period, the taxpayer shall 
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entitled by 
against 


credit 
the tax otherwise due for the cur- 


proper election to a 
rent year, measured by the excess of taxes 
actually paid for the averaging period over 
he taxes that would have been paid for 
such period, had the income in each year 
of the period been the average of his entire 
income for all years within the period. 


The Chamber of Commerce of the United 
States made a strong justification for ex- 
tending the principle of Section 107 to all 
types of fluctuating including in- 


rents, dividends, royalties, bonuses, 


income, 


terest, 


ete. applicable to two or more 
attributable to subsequent years 
uut that the business operating loss carry 
back and (Section 
122) constitute a limited and incomplete 
recognition of the 


rehensive 


years, or 
They point 
carry 


over provisions 


need for a more com- 


The 


concept ol 


income averaging device 
accountant’s 
that is, received 


attributable 


injection of the 


deterred income, income 


under 
subse 


the current year but 


epted principles of 
quent yeat 


accounting to 
is a unique contribution to this 


subject Ch 


e chamber also points out that 


deal of the necessity for an aver 


vice is due to the highly progressive 


best cure tor ti 


high 


surtax. The 1e prob- 


be to attack the rates. 


“Incentive motit 


as a guiding prin 


as also injected into this top Of 
can be 
taxation. One 

the federal 


cut as 


incentive” raised in every 


witness recom 


offer 


a busine Ss incen 


government 


at their annual earnings 


moving average earnings ot 
vears, Another witness recom 
incentive 
labor 


taxes, 


method of taxation 


loyer of collecting and 


olding may deduct 


cable income varying amounts 
provided 
capital 


Were 


1 adopt d, it might also be reg irded 


per fiscal year, such 


re reinvested im assets 
taxable year some such 
rect reimbursement for all the tax 
activities to which the employers 


ar¢ subjected 


Guild recom 
amendment to Section 107 (d) (2), 


he American Newspaper 
mended an 
relating to back pay, in order that severance 
dismissal pay, such as is provided for by 
American Newspaper Guild contracts, may 
| 


be allocated to taxable 


ncome mav be 


which the 
assumed to have been earned 


years in 


Report of Ways and Means Committee on 
Revenue Bill of 1924, 1939-1 (Pt, 2) CB 245 


Revision of Code 


Earned Income Credit 


Historical Note—The underlying theory 
of income taxation is to place the burden 
of tax upon ability to pay. It would seem 
that, dollar for dollar, unearned income is 
as able to pay 
come, 


income taxes as earned in- 
Particularly, since the enactment of 
206 of the Act of 1921, 
giving special treatment to gains from cap- 
ital transactions, the taxpayer who earns his 
income by the sweat of his brow or other 
personal 


The first provision attempting to com- 
pensate for the unfavorable position of the 
taxpayer who earns his income was Section 
209 of the Revenue Act of 1924. It took 
the form of a credit of 25 per cent against 


Section Revenue 


services, is at a disadvantage." 


the tax on earned net income (not in excess 
of $10,000). The principle of the credit was 
continued in the 1926 and 1928 acts It 
was eliminated in the 1932 act; but restored 
by the 1934 act in a limited way.” It 
then continued in act until repealed 
by Section 107 (a) of the Revenue Act 


of 1943 


Was 
every 


There was very 
interest shown in the hearings over this 


Hearings, July 9, 1953. 
little 
topic 
fine 


This was in sharp contrast with the 


presentations made where the 


topic 
was of vital interest to well organized bust 


nesses and professions 


Che National Association of 
turers submitted an 
| hey 


income tax 


Manufac 
Statement on 
pointed out that the 
problems stem from the 


adverse 
the subject 
major 
high rates and especially the steep progres 
sivity of the structure An 
would not benefit 

dependent upon 
pensions and investments. It would further 
complicate the tax and 


earned income 


credit retired 


and 


persons, 
others income irom 
laws constitute a 
dangerous precedent to introduce gimmicks 
in the law which tend to divert 
basic problem. The 
“strongly” recommended that 
come taxation be dealt 


not circumvented by special relief provisions 


attention 
from. the association 
excessive in 


with directly, and 


for various classes of taxpayers which would 
have the effect of perpetuating the high-rate 
policy. This writer regrets that 
stand had not prevailed in Congress from 


the above 


the beginning 


A lawyer in private practice submitted 
a statement which pointed out that one of 
the most significant social changes brought 
about by our present rates of taxation is 
that it has become virtually impossible for 
* 1939-1 (Pt. 2) CB 558; Sec. 25(a) of the 
Revenue Act of 1934 
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a person to accumulate out of earned 


come a substantial reserve for his old 
or an 


widow 


sutncient 
dependents. H« 
should 


taxpayer s 


size to support his 
maintained 
take 
earned in 
come He recommended a 50 per 


that the government 


than 


never 


more half of a 


cen 


maximum limitation o1 income, and 


earned 


a reasonable earned income credit for tax 


payers below the 50 per cent 


Under 


agrees with that approac!l the 


average tax 
rate 


present < liti 1s, the writer 
existing 


inequity 


The United States Chamber of Commerce 
took the 


reasonabk 


sition 


that there should be a 
earned 


income Therefore, con 


differentiation between 
income and other 


| , 
should be given to the 


sideratio 


develop 


a substantial credit 


ment and allowance of 


for earned income.” 


Time and Manner of Filing Returns, and 
Declarations for Individuals 


Historical Note. 


me ha always been 


The filing of 

a required Tei 
federal income taxation, be 

the (¢ ivil VU al Acts In Tact, 


except those paid by 


ginning witli 
most all taxes 
stamps require periodic 
returns In the act of August 5, 1909 
(Section 38, Third), 
3, 1913, (Section I] 


date ot the 1 


and the ac 
D and G (¢ 
was March 
Such date 

1918 to 


month following 


tober 


following year 
Revenue Act of 
of the third 
the fiscal vear, or, if the 
the cal 


return 1S made 


on the basis of endar year, then the 


made on ot before 
day of March.” 


Section 241 (a) of the 


Since that 


return shall be 


teenth (Section 


and Revenue Act 


1918 time (1919), the regular 


filing date on the final income 


returns to! 
not 
changed 2 ‘ 1e@% Ne happened 


that time 


both individuals and cot ‘ is has 
been 


Since 


Payment Act of 
d , 1943 — 
supplementary 


Section 2 of that act 


rhe ax 1943 


approve new 


augurated a 


illecting 


System of ¢ 


income 


taxes requires col 


lection of income t: on wages at. the 


source. Section 5 requires current 


payment 


of tax not withheld at the source Sectio1 


2 imposed additional collection duties upon 


labor 
theretotore 


employers of Section 5 required a 


type of return unknown to the 


Declaration of Esti 
The Code 


withholding of taxes 


American taxpayer: a 


mated Tax by Individuals 


provi 


sions in 


at the 


786 


respect of the 


source on wages are found in Sec 


1621-1627 The 
with the 
held at 


declarations of 


tions dealing 


payment of tax not 


provisions 
current with 


source, which require the filing of 
estimated 


Sections 58, 59 and 60 


Hearings, July 9, 1953.— 


the most 


tax, are 1 in 


bably 


Phi 
niS iS pt 
1 ] 
1 problem in 


serious mechanica 


volved in the various phases of income taxa 


n, and considerable interest was shown 
introduced, 


that 
(ommiuttee on 


985 has been advocating 


have been en 
Federa 
Institute of A 
bill would 


change Ss 
Taxa 
\merican 


count 


postpor 
, 


pone py one 


month the ates 1to1 filing final ré 


he past and declarations ot 


tax tor th urrent year 


calendar taxpayers woul 


Ra rather hat Di Marcl 


als« chan date o! 


estimate previou 


{ 
bruary 1 


ary 15 
j 


consid varticularly 
many cannot, 

space ) : | obtain 
needed t 
declarati 

tion 1625, emplovers need not 
W-2 to their employees bet 

With a shift of the deadline 
15, more 


taxpayers will be abl 


1 1 
nis 1 


turn 


final 1 irns amended 


bill 


instead of 


ion proponent o the 


that I} necessities ( ti 


{ - 
which ends on June 


date ot 


nscal 
that the 


turbed fo 


yeal 


June rem 


taxpayers 


purposes of H 


suppo! witnesses 


\ssociatio1 f Manufacturers 
h tl 


payment of the 


the time for 


ment on 


' , 
declarations be 

1 k 
January 15 to January 31 


prepared made 

the American Cotton Manufacturers Insti 
tute advocated the | 
or the 


tax returns It 


extension Dy 
date 1 hling 
pointed 
present day requirements fo 
on the part of employers of 
find it 


number of taxpayers 


request extensions Ot time fo1 


makes for more paper work in all 
the 


situation, the Cotton Institute wo 


In recognition of government’ 


Section 56 (b) (?) ot the Code (: 


by Section 205, Revenue Act 
that the extended date for filin 
entail any loss of revenue in any 


year. 


October, 1953 ® TAXES — The Tax Magazine 





Supplement T (Code Section 400 and fol- 
wing) provides for an Optional 
lax Return, 1040A, for 


income of 


Income 
individuals 
than 
an individual 
under St pplement T whose 

than $5,000 i 
dividends, or 


Form 
with adjusted gross less 


$5,000. U Section 51 (f), 


is less and 1s 
wages, interest, 
gross income from sources other 
$100. is re- 
mm computing the tax on his return. 

the District 


s does not exceed 


Director com- 


it would simplify 


tional returns if the 


namely, \W ‘A } 


re combined into a single 


lorms, 


detailed filing procedure would 


i 
combined form 


of an exemption section to be 


lows (a) The 


the emplovee and in which he 
Chis exemption sec 


the employer 


1e€ 


} 
I 


1¢€ 


employee 
forwarded to ie District 
is replaces Form W-2 (d) 
completes tl original copy, 


} 


ns ana 


he 


Withholding 


Historical Note. previously explained 


statutory provi 
Hvaimg ot taxes on 

Current Tax 

withholding of 

yment by Carriers 

rement Tax Act) was origi 
“ay Act of 
Code 


The with 


Taxing 

( See 

espect of Employment 
arriers, had its origin in 
VIII he Federal Social 
approved August 14, 1935. 


Security 
The So- 


’See Code Secs. 143 and 144; Montgomery, 
Federal Tazes, Vol. II, pp. 603-614 


Revision of Code 


cial Security Act amended in this 
and other particulars by the Social Security 
Act Amendments of 1939, approved August 
10, 1939. These taxation provisions were 
designated the “Federal 
butions Act” by the amendments of 
(See Code Sections 1400-1432.) 


The collection of tax by 


was 


Insurance Contri- 
1939. 


withholding at 
internal reve- 
From an early period, income 
and the regulations 


the source is not new in our 
nue system 
thereunder 
have required, under certain circumstances, 
the withholding and payment of the tax at 
the source. Generally 


visions in federal law 


tax laws 


speaking, such pro- 
directed 
which 
a tax-free covenant clause, and pay- 


have been 


to payments interest on bonds 
contain 
ments Of certain 


dent 


tvpes of income to nonresi- 


foreign 


corporations.” 
Hearings, July 9, 1953.—One 


recommended withholding on dividends, in 
terest, 


and 


aliens 


W itness 


annuities and royalties. In 


pensions, 


order to avoid hardship to persons in the 


low mconms PTOUDS, provision should be 


made tor the filing of exemption certificates 


with the payors of such income. To this 


vVriter, it 1S hard te see how that would 


simplity administration a though it might 
pl | { It} 


produce more venue from those sources. 
me groups, it would be 
vithholding rate except 


as a starting point for subsequent audit of 


hability. 


[The National Association of Manufac 
ecord as being opposed to 
s of income other than 


1aTIesS 


Picture 
that 
amended to exe mpt 


itive of the Motion 
Association of America. Inc., 
Sections 143 and 144 be 


rentals from 


asked 


of motion picture film 
trom the withholding tax of 30 per cent 

it was stated that this 
cent 


assumes, at present col! 


rates, <¢ net 


income equal to about 


6U per cent of gross income 


from the rental 


of motion pictu films. The argument is 
sound on the bz of the present 52 per cent 
combined corporate 


withholding rate 


rate. Che 30 per cent 
1942, 


In prior years, it was 15 per cent and below, 


began with the year 


at times when corporate tax rates were tar 
below present levels 
The Motion Picture 
ica frankly 
nrst 


Ame 
matter of 


Association of 


admitted that as a 


impression it might seem strange that 


their companies should seek an exemption 


trom withholding tax for foreign producers 





might be 
found 
mcome tax 


who their competitors, but they 
that this 30 per cent 
which our country 
upon foreign producers is the greatest ob 
stacle to thei 


have gross 


imposes 


ability to secure fair income 
tax treatment in 
find insisting 
since the United States apparently 
a 30 pet 


rentals leaves the producer a 


foreign countries Chey 

that, 
thinks 
film 


return, 


country atter country 


cent gross income tax .on 
lair 
American 


it is doing an 


company a ltavor 
by evidencing a willingness to accept a little 
that, according to 
Motion Picture Associa 
America, Inc., by the United 
Department of Commerce, the total 
withheld from all under Sections 
143 and 144 in the year 1949 was only about 
$514 million part of this 
could withheld 


from the gross film rentals of foreign mo 


less It is interesting 
figures furn’shed the 
tion of States 
amount 
sources 
Only a small 


have come from the taxes 


tion picture producers 


The proponent ot H 
port for his bill 
or conditional relief 


R. 65 sought sup 


designed to grant limited 


from income tax with 


holding in respect of merchandise prizes 
awarded by employers to retail commission 
salesmen Phe Bur- 
roughs Corporation recommended that the 
Code be provide a table for the 
combined withholding ot the taxes colle cted 


under 


representative of the 
amended to 


Section 1622 (wages) and under Sec 


tion 1400 (employment tax on employees) 


Employee Death and Disability Benefits 


Historical Note.—(a) 
benefits Since the 
(Section Il B), the 
surance 


Employee deat! 
Revenue Act 1913 
proceeds of | in 
policies paid upon the death of the 
have 
income (Section 
Section 302 of the 
amended ( 


trom 


insured been excluded 


from gross 
22(b)(1) of the 
Revenue Act of 
ode Section 22(b)(1), to 
death benefits not in 
$5,000, paid under a 
an employer to 


\ ode ) 

1951, 

al 
exciude 
gross imcome 
excess of! contr: 
beneficiaries of the 
ceased employee The death benefits from 


policies with insurance companies are not 


subject to the aggregate limitation of $5,000 


benefits 
213(b)(6) of the 
there 


disability 
Section 
1918, 


(b) Employee Since 


enactment ot 
be en ex 


Revenue Act of have 


cluded from statutory gross income amounts 


received through accident or health msurance 
or under workmen’s compensation acts, as 
compensation for personal injuries or sick 
(Section 22(b)(5) of the Code.) In 


the case of self-insured private plans, where 


ness 


the employer has the sole discretion to 


788 


shall 


expense is 


determine who 
where the entire 


employer, a 


receive benefits 


{ 
} 


borne 
ruling has held sucl 
plans of msurance, and the 
payments are taxable and subject to witl 
holding. (I. T. 4107, 1952-2 CB 73; Rev 
Rul. 103, 1953-13 IRB 2 


ry 
recent 
plans not to be 


(June 22, 1953).) 


Hearings, July 14, 1953.—Th« 
of Michigan Bell Telephone Company 
urged amendments to the Code providing 
that sickness, death and job-incurred acc! 
dent made under private 
such as that of the Bell System, be 
the same tax 


pi esident 


payments plans 


accords d 


treatment as the statute pro 


vides for similar payments under commer 


cial insurance policies. 


Some states have enacted laws intended 


to secure benefits f 


temporary disability 
and 


workmen’s compensation 


accidents not 
The 
provides only for such 
paid 
financed by a tax o1 


York, New 


benefits may 


employees for sickness 


covere d by 
Rhode 


benefits to be 


Island law 
from a state fuiud 
New 


California, such 


employees iF 
and 
either 


Jersey 


be paid from a state 
plan which com 
state law An 


plan in any of 


under a 


with the 


fund or private 


plies approved 


private these three states 


may be set up either in the for 


contract with an 


insurance Company 
a self-insurance basis 
authorities 
modifying 

that certain 


though 


Satistactory t 
\s explained above, I | 
several 


State 
$107 
prior rulings, has ruled 
types of! self-insured plans, al 


meeting the requirements unde 


state laws, do not constitute 
urance within the 


22(b)(5) 


Under 


attorney 


plans or w 


meaning ot COde Sechiol 


these circumstances, a 
that the 


from the 


recommended 


amended to exclude employee's 


gross income disability 


self-insured 


benefits paid unde 


private plans whether 
insured 
that the 
to allow a deduction 


with both to 


the employer is 
Code be 


under Section 


recommended amende: 


126(« 


respect installment payment 


and to lump-sum payments to beneficiari 


of deceased members of employe: 


retire 
ment plans, if such payments are not mad 
under 


survivors’ annuities de 


Section 113(a)(5) 


joint and 


scribed in 


Three Per Cent Annuity Rule 


Historical Note.—The 3 per cent annuity) 
rule first appeared in Section 22(b)(2) of 


1934 ( See 


604 


the Revenue Act of 1939-] 


(Part 2) CB 569, at pages and 628 
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(Amendment No. 14).) It continues as 
Code Section 22(b)(2). The 3 per cent rule 
is not too important to retired government 
annuitants owing 
contribution 


since to their relatively 


small cost is 


their recovered 
ordinarily in somewhat over two years. To 
a person who has acquired his annuity on 
favorable terms, o1 


1 
ess 


by purchase from 
the rule may take 
The result is that 
many annuitants are never able to recapture 
their outlay tax-free, while others, through 
such recapture, 
able income in 
which the total 


an imsurance company, 


on some importance. 


incur a sharp rise in tax- 
the 


cost 


that in 
recoy ered. 


year following 


has been 


Hearings, July 14, 1953.—The Section of 
laxation of the American Bar Association 
proposed an amendment substituting a con- 
stant yearly the life of the 
annuitant, based on his life expectancy. 
same method contained in the 
Reed-Camp Bill. That bill also contained 
provisions relating to annuities in 
of alimony; amounts 

payments; and 
feature 


exclusion for 


This is the 


lischarge 
other than 
annuities having a 


received 
innuity 
refund 


Che Convention and other 
witnesses submitted a proposal for annuity 
taxation which involved changing the 3 
pe ent factor toa 1% per factor to 

ermine the interest element in annuities, 
ind the application of this factor continu- 

throughout the life of the annuity 
than terminating it upon the recovery 
of the capital investment 

The National 
writers earnestly 
to the pre-1934 
under 


American Life 


cent 


ously 


rathe r 


Under- 


return 


Life 
recommended a 
method of 


Association of 


taxing annuity 
which an annuitant would be 
permitted to recover, tax-free, the purchase 
price that he has paid for the annuity and, 
thereatter, be required to report all annuity 
as taxable 


income, 


income. The association favored 
the method ad 


Life Convention. 


ong second choice 


the American 


Stock Options 

and Deferred Compensation Plans 
Historical Note. (Stock Options).—Th« 
roper treatment ot employee stock options 


” Section 218 of 


1950, added a new section 


has always been uncertain. 
the Revenue Act of 
(130A) to the 
employee stock options 
Code Section 


Code, in 


respect to restricted 
(1950-2 CB 586-587 ; 
130A.) <A “restricted stock 
option” means an option granted after Feb- 


ruary 26, 1945 (the date of the Supreme 


” Commissioner V 
U. os 2ey,; 


. Smith, 45-1 
rehearing den. 324 U 


uStc % 9253, 324 
S. 695 


Revision of Code 


Court’s decision in 
individual for an 


the Smith case), to an 

y reason connected with 
his employment by a corporation to pur- 
stock if: (a) the option price 
is at least 85 per cent of fair market value 
f the stock when the option is granted; 
(b) the option is not inter 
vivos; and (c) at the time the option is 
granted, the employee does not 


chase its 


transferable 


own, di- 
rectly or indirectly, more than 10 per cent 
of the optionor’s voting stock. Where the 
employee exercises a restricted stock option 
after 1949, and no disposition is made of 
the stock within two years from the date 
of granting the option nor within six 
months after the transfer of such stock to 
him, then (1) no income shall result at the 
time of acquisitions of the stock upon the 
exercise of the option, (2) no deduction 
under Section 23(a) shall be allowed the 
corporation, and (3) no amount other than 
the option price shall be 
received by the optionor; provided, the 
optionee, at the time he exercises the re 
stricted stock option, is an employee of the 


considered as 


optionor, or the option is exercised by him 
within three months after he to be 
such employee. 


ceases 


Hearings, July 14, 1953.—H. R. 4311 has 
been introduced to amend Code Section 112 
so that the gain shall not be recognized to 
the corporate employer upon a 
treasury stock to an employee 
a restricted stock option plan as defined 
in Section 130A(d)(2) and (3). A di 
rector of the Wilcox Ol1l Company 
favorable action on this bill. 


sale of 
pursuant to 


urged 


An official of the American Telephone 
and Telegraph Company recommended that 
the tax position of capital-raising 


ployee’s stock purchase plans as 


em 
opposed 
to incentive option plans for top manage 
ment forth in the He 
a provision to the Code 
which would deal expressly with the capital- 


be clearly set law 
suggested adding 


raising type of plan. The provision would 


exclude from gross income the entire differ 
ential between purchase price and market 
value of stock when issued to employees 


under the plan, even differ- 


though such 


ential is in 
mit the 
stock par- 


ticipation, without fear of tax complications 


compensation 


This would per- 


reasonable underpricing of the 


required to induce employee 
Of course, the cost basis of the stock pre- 
sumably for all 


price paid by 


purp¢ Ses, 


would be the 


the employ ee 





Another 


whuicl 


recommendation made 


was 
would permit employee's 


granted prior to the 


stock op- 
tions 1950 act to 

modified to prohibit their assignment with- 
out being treated as new 
The full 


an amendment is not 


under 
such 
no objec 


options 
effect of 


clear, but 


Section 130A(e). 


tion is where the 


the other 


seen option can qualify 


under provisions of Section 130A. 


Historical Note (Deferred Compensation 
Plans).—This subject includes employees’ 
annuities, pension and profit-sharing 
(Code Sections 23(p), 165 and 22(b).) 


plans 


Section 165 humble 


219(f) of the 
subdivision providing 
trust created by an 
part of a stock 


sharing plan shall not be 


had origins 
an aS Section 


1921, a 


, 
irrevocable 


Revenue 


Act of 


1 
that an 


new 


employer as a 
pront 


bonus ot 

taxable, 
but that the amounts actually distributed to 
any employee shall be 
distributed, to the 


taxable to him when 


extent that they exceed 


contributions (1939 l 


made by him 


192, at 218.) 
pt was added to the 
status by the 1926 act It 


| to Section 165 by the 


page 
exemp 
Was renum 
1928 act In 

1942 act, it underwent a major over 
auling and enlargement, which with cet 
tall amendments represents 1tS form ti day 
Code Section 165.) 


tion 165 establishes the 


Section 23(p) allows 


tion to the contributing employer 


1928 


exempt status 
of the trust a deduc 


It began 


as Section 23(q) of the act which al 


lowed the employer reasonable amounts in 


addition to the contribution needed to cover 
liability 
taxable vear Che 


the pension during the 


was later 
relettered as Section 23(p), and as such, 
it was enlarged by the 1942 act to 


form (Code 


accruing 


subsection 


sub 
stantially its Section 


23(p).) 


present 


Section 22(b) contains the provisions r¢ 


specting the taxation of annuities and the 
income of death benefits 


to the employee’s estate or beneficiaries 


The provisions 
broad outlines of the 
ment 


exclusions from 


foregoing contain the 


System tor tax treat 
of employees’ annuities, 
yrofit-sharing 
I 


pension and 
plans. The system now goes 
much farther than any 
deductions 


exact correlation of 
income receipts could rec- 
Business and 
entered into their formation 
ble provisions are 


that 


and 


oncile. social policy have 
The applica- 
so complicated 
the complete explanation of detailed 
recommendations to change inequities, im- 
aginary o1 


790 


already 


real, is beyond the 


necessary 


limits of this survey (See 
the Joint 


discussion in 
Committee's 
dated 
).) A number 
briefly 


Preliminary Digest 
April 21, 1953, pages 
ot proposed amendments 
mentioned 


July 15, 1953. 
interest was shown in this topic and num 
erous amendments 
a technical 


Suggestions, 
4 


of 
35- 
will be 


Hearings, Considerable 


were proposed largelv of 
nature 

The Section of 
Jar Association 


tions all of 


‘Taxation of the American 
made four 
which were contained 


Reed-Camp Bills introduced in the 


ll 


recommenda- 


Session oft the Fighty-second ({ 
7 hey are 
(1) the 


amounts paid by 


exclusion from 


gross 11 

employers fos 
] 
I 


ance protection plans created to1 


of employees; 


(2) employers on the accrual basis 
be allowed 75 davs, 
within which t 
trusts for their employees 


23 p)' ] Al EF.) at cordingly; 


instead of 60 day 
make contributions 


amend Section 


to union wel 
Hartley Act 


Section 23a ), 


(3) payments 
reated under the Taft 
be deductible under 
they 


Section 23(p); and 


ir not qualify as deductions 


(4) provide capital-gains treatment 


lump-sum, payments received by employees 


or their beneficiaries from an emplo 


trust or from emplovee’s 


with nontrusteed 


22(b)(2)(B) 


anni 
nection 


Section 


All of recommendations 
urged by one or more 


these were 


other witnesses 


It was believed desirable by one party 


to extend the overage of plans 
individuals employees 


the strict 


who are not undet 


common law 
the statutory definition He 
that the definition of 
in Code Section 


include all 


concept or within 
suggested 
“employee” 

3797 (a)(20) be 


persons 


amended to 


who perform 


services 


for a life insurance company as commission 


salesmen. It would be interesting to con 


sider this suggestion from the standpoint 


of commission salesmen generally An 
recommended Code 


would 


other witness 


amend 


ments which 


give an employer 
seeking to establish a pension plan greater 
time within which to 


ruling on the 


obtain an advance 
qualification of the plan 
under Section 165(a); also, clarify Section 
165(a)(4) as to the 
tributions or 


extent to which con- 


benefits under a plan 


may 
be provided for shareholder employees 
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Techniques for Alleviating 
Double Taxation of Dividends 


Historical 
1913 


Statutory 


Note.—Beginning 
dividends 


with the 
included in the 
definition of income. (Section 
Ii B of the act of October 3, 1913.) In 
recognition of the unfairness of the “double 
taxation” involved by including dividends 
in the shareholder’s income, the 1913 act 
allowed as a deduction in computing net in- 
come for the purpose ot the 
(Section II B, seventh) 


act, were 


normal tax 


the amount received as dividends 
he stock or from the net [ 


orporation, 


earnings ol 


any < joint stock company, as- 


sociation, or insurance company which is 


taxable yn its net income as hereinafter 


” 


provided 


the 1916 act, the 


allowance Ot a 


form 
normal 


relief took the 
“credit” for 
(Section 5(b).) 


urposes only 


It the Revenve Act of 
continued to take the 


tax only, 


1918, the 
torm ot 


relief 
a credit for 
normal imposed upon individuals 

In the 1918 act, 


relief by way of 


Section 216(a).) 


tions secured 


corpora 
a deduction 
234(a) 
that all 
including 
“against the net 
matter stood until the 
1936, when the relief was 
withdrawn completely as to individuals and 


reduced to 85 


in computing 


(6).) Lhe 


net income 


1928 act made it 


(Section 


clear 


section 2 edits ft 


individuals, 


th ividend credit, were 


income.” Thus the 


Revenue Act Tt 


ver cent of the dividends in 


| 


1 
t 

of corporations hat 

Secti 


is the posi- 
ns 25 and 26(b)(1).) 
are pending on the 


(Code 
Several bill subject 


Chere is a great 


Hearings, July 16, 1953. 


amount ot 


literature on this topic and from 
those who 


statements for the 


number and character ot 

or submitted 
, it is regarded as a major problem. 
body was against the so-called double 
taxation of dividend income The National 
Association of pointed out 


ey discrimination 


Manufacturers 
hat aside from the against 
the most serious aspect of the 
profits which are dis 
dividends is the 
ot debt 


stockholders, 


; 


taxation of corporate 


bias created in 


financing If a 


b irsé d das 


corporation 


cent, and has a 6 per cent 


dend rate, it requires three times as 


much gross to service new stock as it would 


he case of a debt 


his is doubtless one 
he reasons why net new corporate stock 
1946-1951 averaged 
$1.6 billion a year, while new corporate 
raged $11 


issues during the period 
only 


borrowing ave billion a year. It 


Revision of Code 


continues, this writer 
will restrict the 
interest 
(See 


that trend 


that 


suspects 
Congress corporate 
deduction for on indebtedness, as 
did. Section 12(a) (Third) 
of the Revenue Act of 1916.) 


it once 


All interest on indebtedness is now de- 
ductible, with a limitation not here import- 
ant. The trend to debt financing may have 
led an accountant suggest that 
corporations be allowed to deduct dividends 
paid in determining their taxable income. 
By contrast, another witness would cure the 
double taxation of dividends by elimination 
of the second tax on noncorporate stockholders. 


Many 


alleviate the tax 
In apparent 


witness to 


other suggestions 


were made to 
pain on the stockholder. 
recognition of the fiscal neces- 
sities of the government, most of the recom- 
Several 
witnesses urged lifting the corporate credit 


mendations went at it by stages 


from 85 per cent to 100 per cent of the divi 
dends received from domestic corporations. As 
to individual stockholders, the usual remedy 
took the form of a credit, although it was not 
always clear whether the 


witness meant a 


credit against tax or against net income 


Several stock exchanges were represented, 
the general approach being to allow “as a 
first step” a 10 per cent credit against tax, 
that 1s, 
of the 
othe 


a credit against tax of 10 per cent 
amount of dividends received. In 
words, an investor with $500 of divi 
dends would compute his tax exactly as he 
now does and then deduct 
$500, o1 from the tax. This would 
taxing dividend income at ten 

As soon as the federal budget 
second step could 
redit to the 


10 per cent of 
$50, 
amount to 
points less. 
permits, a increase the 
( percentage representing th¢ 
lowest combined normal and surtax bracket, 
presently 22.2 pet A variation of this 
method would allow as a deduction 
minimum amount of say 
$200, with an option in the taxpayer to tak« 
the percentage credit or the dollar deduc 
tion. The amount of the percentage credit 
varied as between witnesses 


cent. 


trom 


TOSS 


Income da 


To this writer, the best rounded-out rec 
ommendation came from a practicing attor- 


\ 


ney, as follows: 


stockholders other 
credit against income 
20% of dividends 
corporations. 
exceed the 


“Recommendation: Give 
than corporations a 
tax equal to 


trom 


received 
Such a credit 
amount of the tax 
imposed before allowance of the credit and 
it should not be 


domesti 
should not 


allowed with respect to 
dividends from section 251 corporations o1 
China Trade Act 


corporations, No credit 
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should be with 
received 


vestment companies 


allowed 
dividends 


respect to capital 


ain Irom 


regulated in- 
If the credit is allowed 
to non-resident aliens, it should not exceed 
the tax rate on their The 


credit with received 


dividend income. 
respect to dividends 
should be allocated 
between the fiduciary and the beneficiary on 
a basis similar 
163(b) of the 


by an estate or trust 


to that provided in section 
Internal Revenue Code with 
respect to partially tax-exempt interest.” 


Accounting Principles 


Historical Note.—This is one of the most 
elusive subjects in the entire field of federal 
income taxation. 
think in 


} 
iaAWS 


The lawyer and the judge 
equal protection of the 
The law shall apply to all alike and 
have the same meaning for everybody. The 
accountant thinks in terms of 
income for a specific business. His approach 
flexible. A method of 
Satislactory tor 
The 
method to another as new 
desires or new accountants 
Chis explains the recurring attempts 
accounting profession to 


terms of 


reflection of 


is more accounting 


may be business but 


one 


not for another 


same business 


may 
change from one 
Management 
advise 


ot the have the 


, without question, the 
statement of a certified publi 


accountant as with 


tax statutes recognize 
net mcome 
being in conformity 
sound accounting principles 
that is like that the professional 
opinion of a member of the bar shall be 
accepted by the revenue authorities without 
question as to the 


To a lawyer, 
saying 


state of the law By 
legal standards, such an opinion may serve 


as an exposition of the law of a 


roreign 
jurisdiction, but not as authoritative on the 
law of this To apply the same 
Code differently depending upon the broad 
limits of 


country 


“generally accepted accounting 


principles” is to have different 


codes for 
different taxpayers 


Since the 1916 act, there has been a statu 


tory provision in 


basis of 
keeping accounts. (Section 8(g) of the 
Revenue Act of 1916.) Even at that time, 
there was a caveat that the taxpayer’s method 
must clearly reflect his income. A clarifica 
tion of the occurred in Section 
212(b) of the Revenue Act of 1918, and has 
continued to this date. Code Section 41 reads: 
Rule.—The net income shall be 


computed upon the basis of the taxpayer’s 
annual accounting 


respect of the 


pre vision 


“General 
period (fiscal year or 
year, as the case may be) in ac- 
with the method of 


cal ndar 


cordance accounting 


keeping the books 
taxpayer; but if no method 


regularly employed in 


of such 
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such 


of accounting has been so employed, or if 
the method employed does not clearly reflect 
the income, the computation shall be made 


in accordance with such method as in the 


opinion of the Commissioner does clearly 


reflect the income 


As we see, the Code does part, 
that net income shall be computed in a 
cordance with the method of accounting 
regularly employed in keeping the books of 
the taxpayer. However, those who seek to 
wide the floodgates for accounting 
convenience fail to note that Section 41 also 
that, when the method 
does not clearly reflect the 
computation shall be accordance 
with such method as in the opinion of the 
reflect the in 
The decision as to whether a par 
ticular method of 


Say, in 


open 

. ’ ] = 
States employed 
income, the 
made in 


Commissioner does clearly 
come 


accounting does or does 


not clearly reflect the income is left to the 


administrative authorities with appeal to 


the courts. The certified public accountant 


thinks that should be his prerogative. 


Hearings, July 21, 1953.—The National 
Association of Manufacturers thinks that 
needlessly 


existing revenue 


arbitrary in 


practice S are 


their invasion of 


managerial 
with sound 


They contend that wher 


prerogatives and interference 
business practices 
management is following accepted standard 
accounting procedures, modified consistently 
in some cases to reflect the taxpayer’s own 
operating experience, the results should be 
conclusive as to the taxpayer’s net income 
In my opinion, that philosophy of tax ad 
ministration is unsound 


however, the 


Getting down to 


cases, 


association gave several 


specific example s where the y seem to be on 
solid ground 
Under the 


principles,” 


1 
elusive 


topic of “accounting 


several witnesses advocated 
changes at complete variance with the pres 
ent state of the 


income. For 


constitutes 
some reason, under 


law as to what 


this sub 


ject, several witnesses change in 
the basis of depreciation which amounts in 
effect to a kind of percentage depreciation. 
Most of such witnesses recognized that the 
Code itself would have to be amended, although 
they relied heavily, upon sound accounting 
practice in justification for their stand. 
This 


covery 


urged a 


writer has regarded dis- 
depletion and percentage depletion 
of minerals as a tax subsidy, not based on 
The 
attempted on 
eliminate or 
those provisions in the statute 


proach is futile. 


always 


legal principles of income derivation. 
Treasury Department has 


several occasions to curtail 
That ap- 


With oil, gas and minerals, 
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in general, setting the 


pace, it is curious 
that commerce and industry has not launched 
a drive for percentage depreciation, or its 
One witness so did, using impres- 
sive terminology. 


equivalent. 
He urged an amendment 
to the Code to permit a realistic and equi- 
table computation of the cost of plant con- 
sumed He 
authoritative 


recommended the use of an 


price index as a means of 


converting the recorded cost of 
dollars into a 


tax purposes 


varying 
homogeneous deduction for 
Although suggesting the 
Consumers Price Index, he recognized that 
the government should prescribe the indices 
to be used in recorded plant 
costs into allowable depreciation deductions. 


converting 


Several other witnesses urged changes in 
the tempo of capital recovery under existing 


} 


law, but the most significant 


that the 


contribution 


was the concept depreciation base 


should be adjusted from time to time to 


reflect changes in the purchasing power of 
the dollar. This method occasion 
annual changes in the basis for capital re- 
covery, 


would 


fluctuations in the 
revives memories of the 
valuation problems as of March 1, 1913, and 
under the early 
of fully depreciated assets still in use 
be difficult Perhaps the 


measured by 
price indices. It 


revenue acts. The problem 


will 
percentage ce ple tion 


method with which the Revenue Service has 


had experience, would offer the best solution 


To a lawyer one of the most intriguing 


taxation is the ac- 
The 


unanimous in 


principles of income 
countant’s concept of deferred income 
legal 


Saving 


authorities are almost 


that you cannot derive gross income 


after the date oi receipt. You may accrue 
fixed 
that is the 
end of it. (Automobile Underwriters, Inc 
CCH Dec. 6088, 19 BTA 1160 (1930): 
G. C. M. 20021, 1938-1 CB 157; I. T. 3496, 
1941-2 CB 107; Your Health Club, Inc., CCH 
Dec. 14,250, 4 TC 385 (1944); Montgomery, 
Federal Taxes (1949-1950), Volume II, pages 


354-356.) 


it before receipt when it becomes a 


liability, but, when received, 


\ fine technical brief was submitted 
urging that the Code be 


vide that amounts received for the servicing 


amended to pro- 


of television receivers and apparatus over a 
taxable in- 

time. It 
was argued that the reporting of taxable in- 


period of time be considered 


come over the same? period ot 
come would then match with the expenses in- 
curred, and would reflect true economic income. 

[he representative of the American In- 
stitute of Accountants testified in favor of 
the same basic idea but in different words. 


He advanced the philosophy that Sections 


Revision of Code 


41, 42 and 43 of the Code should be cross- 
referenced keyed to Section 22(a), 
having to do with gross income, and to 
Section 23, having to do with deductions. 
The Federal Tax Forum, Inc., would ac- 
complish the same objective by a general 
amendment of Section 42, with specific 
amendments providing that a successor cor- 
poration in a tax-free reorganization should 
step into the “tax shoes” of the predecessor 
corporation for all tax purposes. 


and 


LIFO Inventory Accounting 


Historical Note.—The first statutory pro- 
vision specifically with inventories 
was Section 203 of the Revenue Act of 
1918. It has continued in almost identical 
language to this date. (Code Section 22(c).) 
The Regulations 45, promulgated 
April 16, 1919, provided that, in order to 
reflect the net income correctly, inventories 


dealing 


original 


at the beginning and end of each year were 
which the pro- 
sale of merchandise 
Was an income-producing factor. The regu- 


necessary in every case in 


duction, purchase or 


lations were based largely upon Regulations 
33, promulgated under the 1916 act. At 
the two bases recognized for the 


that 
valuation of inventories 


time, 
were cosf, or cost 


(Where 


effect is 


or market whichever was lower. 


inventories are kept at cost, the 


the same as computing the 


loss 


gain or 
on the sale of each item of merchandise on 
cost.) To a limited extent an 
method was (Sec 
LR R 38: 2-H 56.) 


are kept on the 


the basis of 
average cost recognized, 
(Where inventories 
basis of market, 


whichever is lower, the effect is to allow a 


cost or 


reduction in gross income of the unrealized 
shrinkage in value 
end of the 


of goods on hand at the 
Article 1586 of Regula 


tions 45 (1920 Edition) permitted livestock 
and 


vear.) 


other 
tories by the 


raisers value 


“farm-price method,” which 
provided for a valuation at market price less 
cost of marketing. Article 1585 of Regula- 
tions 62, approved February 15, 1922, per 
mitted dealers in securities a third method 
of inventory pricing, 


larmers to inven- 


namely, market value 
(To value inventories at market, is to report 
gain or loss on the fluctuations in market 
goods on hand in ‘the 


ventory.) A _ similar 


value of closing in- 


result is involved in 

The “retail method” 
of pricing inventories, authorized by Article 
1588, Regulations 62, is an approximate cost 


the farm-price method. 


method. The special method granted miners 
and manufacturers is an allocated cost basis 
of pricing inventories. 
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In finding “cost” for inventory purposes, 
taxpayers must use the actual cost of the 
particular goods in 


costs can be 


when such 
identified, or the latest pur- 
invoices when identification is not 
The use of latest invoices has the 
practical result of putting inventory costs 
on a “first-in, first-out” 


inventory, 


chase 


possible 


which, in 
general, has been required to the exclusion 
Certain industries which 
carry large inventories subject to wide price 


basis, 


ot average cost. 
fluctuations, long desired to use the “last-in, 
first-out” method (LIFO) of determining 
that method tends to prevent 
inflated profits in a rising commodity market, 
with the 


cost, since 


inevitable losses when prices turn 


downward. The Treasury 


declined to amend 
the regulations to accommodate such indus- 
The 1938 act permitted a limited use 
of LIFO to producers and processors of 
nonferrous metals and to tanners. (Code Sec 
tion 22(d).) Finally, the 1939 act amended 
Code Section 22(d) to permit all taxpayers 
using inventories to elect to use a pre 
LIFO cost for the valuation of all 
or part of their inventories, subject to the 
The LIFO method 
ubstituted cost method, which uses the 
highest recent cost tg compute profits, if 
respective of which sold, and 
low inventory The 
rationalization of LIFO cost is that it pro 
vides a means through which the increased 
i carrying the same required inventory 
investment, due to would not 
be considered business profits. Of course, 


tries 


scribed 


Commissioner's approval 
iS a 


goods are 


kee ps the 


costs in 


cost ¢ 


price 


rises, 
they are business profits under the closed 
and completed transaction principle of in- 
derivation. This 
LIFO and the so-called 
liquidation and replacement 
Section 22(d)(6) are 


cl ysed 


come admits that 


involuntary 
prov sions off 


write! 


cost 


a departure from the 
and completed transaction principle 
of income derivation Nevertheless, in a 


nation noted for its 


booms and its busts, 
it is good policy to 
the drast 


extreme 


narrow in some way 
income and loss effects of those 


When price level 
losses are then computed with 


sales of the lowest 


the drop in 
occurs, the 


reference to cost mer- 
and inventory is replenished in a 


falling market 


chandis« 


The LIFO taxpayers soon found them 


selves in a jam. They had used the years 
1939, 1940 and 1941 to their 
mounting high cost goods. So, on the out- 
break of World War II (not to mention the 
Korean War), they found themselves liqui- 
their original low inventories 
at mounting prices with serious ecomonic 
and governmental restrictions on the ability 
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work out 


dating cost 


to replace at any cost. They ran to Con 
gress for relief and got it. (Section 119 of 
the Revenue Act of 1942; Senate Finance 
Committee Report, page 82; Section 110 
of the Revenue Act of 1943; Public Law 
756, Eighty-first Congress; Section 306 of 
the Revenue Act of 1951; Montgomery, 
Federal Taxes (1949-1950), Volume II, pages 
404-461.) 


Although practically all of the inventory 
provisions are in theoretical conflict with 
the legal principles of income derivation, 
the writer defends them as a means of 
smoothing out the fiscal extremes to which 
this country seems addicted. Judging from 
some of the difficulties in administering the 
involuntary liquidation provisions, the ob 
jective might have been better accomplished 
by an income device 


averaging Over a 


period of years 


Hearings, July 21, 1953.—The substituted 
cost of LIFO is beneficial, tax-wise, in a 
market; but, in a receding 
falls LIFO 
loses its tax \pparen ly 
concerned lest the price 
their LIFO cost. Numerous 
testified in favor of permitting 
LIFO taxpayers to elect to inventory at cost 


rising market 


LIFO 


some 


which below the cost, 
glamour 
businessmen are 
level fall below 


witnesses 


or market, whichever is lower It is pre 
LIFO 


This 
would combine the tax advantages of both 
systems. In an 


sumed they mean to use the basis of 


cost or market, whichever is lower 


inflationary market, it 
would reduce income and stabilize inventory 
replacement; in a receding market, it would 


minimize losses and also permit the 


i reduc 
tion in income of unrealized depreciation in 


inventory below the cost under LIFO 


One of the witnesses favoring LIFO cost 
or market, whichever is lower, went a 
further. In 


step 


order to injustice 


remedy an 
done to taxpayers who might have 
LIFO in the “but 
dissuaded so by the 
Internal was 
proposed to permit them now to elect LIFO 
cost or market, 


elected 


to use 


past, who were 


from doing 


advice of 
the Bureau of 


Revenue,” it 
whichever is lower. 
One witness made a lengthy statement in 
defense of LIFO as a management control 
tool He contended that it is 
to look upon LIFO as a tax 
device. The normal 


induce 


erroneous 
deferment 
operations of business 
involuntary liquidation 
during peacetime, which produces extraneous 
charges or credits to income which tend to 
mitigate against the effective use of LIFO as 
a management control mechanism 


cycles can 


He recom- 
mended that the Code be amended to enlarge 


(Continued on page 835) 
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Aliens 
and the United States 


This Orderly Presentation 
of Scattered Material Will Aid 
Aliens and Their Advisers 


Income Tax Law 


By HENRY SCHNEIDER, Member of Moses & Singer, New York City 


i ewes federal income tax law divides aliens 
into three main categories: (1) resident 
: : 


aliens, (2) nonresident 


engaged in 
States and (3) 


alte ms 
United 


aliens not 


business within the 


nonresidefit business 
third 


subdivided into those having 


engaged in 


nited States Phe 


cate- 


income of up to $15,400 


having in excess Ol 


oss income 
KS tions 29.21] 
383, 1945 CB 


Internal 


ireasury 
1, 29.211-7; 
244.) 


Revenue Code, in making 


provision with 


respect to aliens, 


mainly of the “nonresident alien 
: (See Code section 211; 


29.211-2.) 


Regu- 
tio 


, ect n 


Individual 


Natural Persons. 


this 
ite obviously means “natural per 
Code provisions 
“individual” have perti- 
other 


“Individual” in 


owever:r, the 
with respect to an 
| 
nence to all 


entities or groups than 


corporations. 

Trusts and Estates.—As 
Supplement E 
172 of the Code) 


imposed 


stated in the 
(Sections 161 to 
“prescribes that the taxes 
individuals by chapter 1 
(other than the tax on _ self-employment 
$80) shall be 
estates or ol 
held in trust Che 
the statutory provisions re 
with 
and 


regulations, 
upon 


income im] sectiot 
applicable » the income oft 
any kind of 


rate o! tax, 


property 


certain 
credits al 


and, 
the deductions 


specting gross income, 
exceptions, 
lowed to individuals, apply 
and trusts.’ 


29.161-1(a).) 


also to estates 


(Regulations 111, Section 


Aliens and the Income Tax Law 


Partnerships.—‘‘Partnerships as such are 
not subject to the 
chapter 1, | 


ot income 


income tax imposed by 
are required to make returns 
(See and 188.)” 
(Regulations lll, Section 29.181-1.) “The 
net income of the partnership shall be com- 
1 in same manner and on the same 
income of an individual,” 

exceptions, (Regulations 111, 
29.183-1.) In general, each partner 


"11 ; 
ured to 
| ( 


Sections 187 


as the net 
( rtall 
include in his return for his 
which or with which 
partnership ends 
the ordinary net 
capital gains or 
“whether or not 
111, Section 


taxable year within 


he taxable vear of the 
his distributive share of 


mcome or loss and the 
losses of the partnership, 
distributed.” 


29.182-1.) 


(Regulations 


Alien 


Although the term 
in the 
any 


“alien” is not defined 
Code, it is quite clear that it means 
individual who is not a citizen of the 
United States under the Constitution and 
the Immigration and Nationality Act. (Reg- 


ulations 111, 29.11-3; I. T. 1458, 
I-2 CB 41.) 


section 


Residence 


The term “nonresident” is more 
Obviously, the Code 
resident of the United States.” 
111, Section 29.211-2.) The Code 
define the term “United States” as follows: 
‘United States’ when used in a 
geographical sense includes only the States, 
the Territories of Alaska and Hawaii and 
(Code Section 
This definition is helpful. 
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trouble - 
some “non- 


(Regulations 


means: 


does 


“The term 


the District of 
3797 (a) (9).) 


Columbia.” 





For example, it enables the determination 
that a person resident of a “possession of 
the United States,” Puerto Rico, 
the Virgin Islands or Guam (see Regula- 
111, Sections 29.131-2 and 29.251-4), 
is not by reason of such residence a resident 
of the United States. (I. T. 2285, VI-1 CB 
M. 5446, V-1 CB 49.) But 
the special issued in 1945, relating 
foreign country.” (See 
STANDARD FepERAL TAX Rt 

Note, however, that by 
provision, Code Section 
alien who is a bona fide resident ot 


such as 


tions 


3 Re compare 
ruling 
to “resident of a 
current CCH 
at € 840.094.) 
statutory 


PORTS 

special 
220, ai 
Puerto Rico during the entire taxable year 
is taxed in 
of the United States, except that he is en- 
titled to 


income 


the same manner as a resident 


the exclusion from gross income of 
derived from sources within Puerto 
Rico provided in Code Section 116 (a) (1). 
Che regulations also state: “The term ‘non- 
resident alien’, as used in these regulations, 
includes a nonresident alien individual, and 
a nonresident alien fiduciary.” (Regulations 


111, Section 29.3797-8.) 


However, the Code nowhere defines the 
term and thus 
leaves such definition to administrative and 


without the benefit 


“nonresident” (or resident) 


judicial determination 


of legislative standards. 


The regulations contain the following 


general residence 


Section 


determining 


111, 


precepts for 
or nonresidence 
29 211-2) 


(Regulations 


“An alien actually present in the United 
States who is not a mere transient or so- 
resident of the United States 
for purposes of the Whether 
determined by his in- 
tentions with regard to the length and na- 
ture of his stay. A mere floating intention, 
time, to return to another 
is not sufficient to constitute him a 
transient. If he lives in the United States 


journer is a 
income tax 


he is a transient is 


indefinite as to 


country 


and has no definite intention as to his stay, 


he is a resident. One who comes to the 
United States for a definite purpose which 
in its nature may be promptly accomplished, 
is a transient; but if his purpose is of such 
a nature that an 


necessary for its 


extended stay may be 
accomplishment, and to 
that end the alien makes his home tempo- 
rarily in the United 


resident, though it 


States, he becomes a 
may be his intention 
at all times to return to his domicile abroad 
when the purpose for which he came has 
heen consummated or abandoned. An alien 
in the United States is limited 


definite period by the 


whose stay 


to a immigration 


laws is not a resident of the United States 
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within the meaning of this section, in the 
absence of exceptional circumstances.’ 
Another generality offered by the regula 
tions (Regulations 111, Section 29.211-4) is 
“An alien, by reason of 
presumed to be a non-resident alien. 
presumption may be overcome 


his alienage, is 
Such 


Finally, the Bureau has pointed out (Mim 
eograph 5883, above) that “residence has 
been construed by the Bureau in all rulings 
as something which may be less than domi- 
cile. (See Bowring v. Bowers, 1 ustc § 293, 24 
F. (2d) 918 (CCA-2, 1928); T. D. 4164, 
VII-1 CB 98 (1928).)” (Compare Estate of 
W. M. L. Fiske v. Commissioner, 42-2 ust 
{| 9485, 128 F. (2d) 487 (CCA-7), cert. den. 
317 U. S. 635. See, also, Note, 51 C 
Law Review 378.) 


lumbia 


Domicile and Residence.—Although the 
terms and “domicile” are fre 
quently used in statutes as if they had iden- 
tical meaning, the appellate have 
instructed the Tax Court that, in the in 
come tax sections of the Code, 
does not 


“residence” 
courts 


“residence” 


mean “domicile.” Technically, 
means living in a particular lo 


cality and requires merely 


“residence” 
bodily presence 
as an inhabitant in a given place, whereas 
“domicile” living in that locality 
with intent to make it a fixed and permanent 
home. (Commissioner v. Nubar, 50-2 ust 
79502, 185 F. (2d) 584 (CA-4), rev’ 
CCH Dec. 17,244, 13 TC 566, cert. 
341. U.S. 925; Bowers, 

Joseph, “Domicile and Residence of 


means 


den 
above ; 
Indi 
viduals for American Tax Purposes,” TAXxEs 
The Tax 1951, p 
916.) Accordingly, an here 


on a 


Bowring v 


Magazine, November, 


alien who is 
under certain 
(See below.) 


wite 


temporary visa may, 
circumstances, be a resident. 
It is 


a nonresident 


clear, moreover, that a may be 


even though her “domicile” 
legally is that of her husband whose resi 
dence and domicile are in the United States 
(I. T. 3859, 1947-2 CB 98; Special Ruling, 
February 7, 1949.) The i 
true. (Compare Patino, CCH Dec. 17,291, 13 
TC 816, aff’d 51-1 ustc § 9123, 186 F. (2d) 
962 (CA-4); Marsman, CCH Dec. 17,501(M), 
9 TCM 108.) 


converse is also 


Temporary Visa—As the regulations 
“An alien United 


States is limited to a definite period by the 


state: whose stay in the 
immigration laws is not a resident of the 
United States ” (Regulations 111, Sec 
tion 29.211-2.) This the Bureau has quali- 
fied by the 
exceptional circumstances.” 
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phrase “in the absence of 


In Mimeograph 





ove, the Bureau, emphasizing this 
has reiterated the contention that a 
emporary visa does not conclusively estab- 
lish nonresidence. (Compare Schumacher, 
CCH Dec. 9045, 32 BTA 1242.) The Bu- 

, in the mimeograph, called attention to 

fact that, “many 


ne Lat 
visas, were issued to aliens who 


phrase, 
‘ 


visitors’ permits, or 
temporary 
desired 


merely to get out of a war-torn 


and under 
any passport or visa so long as they reached 
| United States. For ex- 
majority of 


country under any conditions 
shores of the 


while the vast such 


riginally entered the United States on 
temporary 


} 
auens 


permits, mumerous extensions Ol 


such permits have been applied for and 


granted and a great number of applications 
have been made by such aliens to enter a 
third country in order to qualify for reentry 
into the 


United States on immigrants’ visas, 
us indicating an intention to become resi- 
the United States 
immigrants’ 
granted.” 


In the 


sionet 


even though 


visas may not have been 


Vubar case, Commis- 
successfully contended that an alien 
re on extended 


yrolonged period and intending to stay here 


intil World War 


a resident, 


above, the 


temporary visas for a 
II had ended in Europe, 
despite the fact that the 
rently had no intention of apply 

or an immigrant’s visa. (Compare 
Wriedt, CCH Dec. 15,630(M), 6 TCM 144; 
Varsman, above; Chapman, CCH Dec. 16,049, 
9 TC 619; Patino, above. But compare Molnar, 
CCH Dec. 14,809(M), 4 TCM 951; Con 
stantinescu, CCH Dee. 16,486, 11 TC 36 
(acq.); 1 ( d, CCH De 16,517, it. TS 


122 (acq.).) 


Immigration Visa. 


grapl SRR3. above, 


Although 


states that 


Mimeo 
“the posses 


s10n Of al 


immigrant’s visa by an alien, upon 
] United 
classification as a 
this 


be well-nigh conclusive 


entrance into the States, 
mclusive of his 
of this 


country,” objective 


It would 
nark his intention to stay in this 


an extended period as more 


mere 


CCH 


sojourner.” 


17.967, 15 TG 757.) 


transient or 
Dec 


Change of Status from Resident to Non- 
resident.—Aifter an 


lished residence here, his 


alien has once estab- 
status is not 
changed by a mere intention to return to 

(Thomas, CCH Dec 


BTA 725; Regulations 111, Section 


his cou origin 


itry ot 


1 
9173, 33 


29.211-5 


5.) His mere absence 


from the United 


states 101 


six months or longer is not “non- 


residence (Stallforth, CCH Dec 8536, 30 
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BTA 546, aff'd 35-1 ustc 9 9329, 77 F. (2d) 
584 (CCA of D. C.), cert. den. 296 VU. S. 
606; Baer, CCH Dec. 15,177, 6 TC 1195, But 
compare Constantinescu, above.) United States 
residence, once acquired, is not lost except 
through a physical departure 
United States coupled with the intention 
of abandoning United States residence. 
Where an alien who acquired United States 
residence obtains, upon departing from the 
United States, a re-entry 
considered to 


from the 


permit, he is 
retain his status as United 
States resident until the period covered by 
his re-entry permit and any extension there- 
of has expired or some definite action is 
taken by him which shows that he 
abandoned his United States residence. 
(I. T. 4057, 1951-17 IRB, at page 15. See 
“Aliens Departing United States,” 


below.) 


has 


from 


Trusts and Estates.—Regardless of the 
nonresidence of the alien grantor and of the 
beneficiaries, of the fact that the 
created outside the United 
the fact that most of the cotrustees were 
nonresident aliens, a been held 
to be a resident trust and its income taxable 
in a manner similar to that of a 


trust was 
States and of 


trust has 


resident 


individual where one of 


the trustees was a 
United States citizen, the corpus was kept 
here and the trustees 
charge of the United 
office in the United States. (B. W. Jones 
Trust, CCH Dec. 12,431, 46 BTA 531, aff’d 
43-1] { 9238, 132 F. (2d) 914 (CCA-4).) 
It has been indicated that the status of the 
trustee as a resident will cause the trust 
to be a resident trust. (See G. C. M. 11221, 
XI-1 CB 123; O. D. 743, 3 CB 203. Com- 
pare Regulations 111, Sections 29.211-2 and 
29.3797-8 (the term “nonresident 
cludes a nonresident alien 
tfat i...» beee, 


1 
or the 


maintained, in the 
States trustee, an 


UST 


alien” in- 
fiduciary). Con- 
Il-2 CB 164 (“The 


fiduciary as a citizen or an 


status 
alien, 
a resident or a nonresident; has nothing 
to do with the status of the trust.”).) In 
B. W Trust, above, the Tax Court 
found the trust to be an “alien” on the basis 
of its 


J mes 


creator having been English, all its 


beneficiaries English, 


three of its 
(although the 
United States citizen), 
and its creation having occurred outside the 
United States. With respect to a decedent's 
, it has been held that the estate, 
a separate taxable entity, does not depend 


being 


four trustees being English 


active fourth was a 


estate being 


or its residence status upon the status ot 
the decedent or the beneficiaries; and that, 
consequently, where the estate is being ad- 


ministered by a resident fiduciary, the estate 
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is a resident taxpayer, notwithstanding that 
the decedent and all beneficiaries are non- 
The residence status of an 
estate was said to “depend upon the status 
of the 


guardian, etc 


resident aliens. 


trustee, executor, admiunistrator, 
upon the status 
whether decedents, heirs, 
beneficiaries.” (state of A. I 


Cooper, CCH Dec. 3054, 9 BTA 21 (acq.).) 


rather than 
of their principals, 


or other 


Partnerships. 
trade or! 


engaged in 
United States 


al 
regulations as a resi 


“A partnership 
business within the 
is referred to in these 
dent partnership, and a partnership not en 
gaged in trade or business within the United 
States, as a nonresident partnership. Whether 
a partnership is to be regarded as resident 
determined by the 


residence of its members or 


or nonresident is not 
nationality or 
by the 


ganized.” 


reated or or- 
(Regulations 111, Section 29.3797-8.) 


place in which it was ¢ 


Foreign Residence of United States Citi- 
zens.—It will be helpful to compare the 
statute, regulation and decisions on the 
que Sstion ol what constitutes loreign 
dence of a United States itizen ior 


purpose of permitting hit exclude earned 
mcomnie Irom Ss 
(Code 


section 


urces ithout the United 
Section 1] a); 
29.116-1; 1944 CB 
Swenson 7% homas, 47-2 ustc % 9404, 164 
A-5): Downs, CCH Dee 
aff’d 48-1 1 { 9159. 166 
1 ot Q) 
Comm 
(2d) 969 (¢ 


states 


111, 


Regulations 


3679, 


°7 


(2d) 541 
Ji . 51-2 " 9400, 190 
A-10); Kollmar, CCH Dec. 
, CCH Dec. 
Baehre, 
CC 236 (acq.); David 
18,072, 16 TC 232 (acq.) ; 
Halstead, “Tax Planning for Americans 
WW orking in ir reign AXE 5 The 
Tax Magazine, page 861; 
Joseph, Indi- 
cited 


14,371, 4 (acq.) ; Hara 
16,231, 10 TC 183 (ac 
CCH Dee. 17,841, 15 
E. Rose, CCH De 


q.); Herman ! 


I ands,” 
Septen ber, 1950, 


“Domicile and Residence of 
viduals for 


above ) 


American Tax 


Purpos¢ _ 


Engaged in Trade or Business 
Within United States 


Chere is no complete 


ministrative definition of 


statutory or ad- 
“engaged in trade 
or business within the United States.” 

The Code provides that an alien is “en- 
gaged in trade or 
United States” if he performs personal 
services within the United States at any 


time within the year, unless he receives an 
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business within the 


1953. © 


aggregate therefor not in 


compensation 
$3.000, is present 
90 days yeal 
and performs such services for a nonresident 


excess of for a total of 


no more than 


during such 
alien individual, foreign partnership or foreign 
corporation not engaged in trade or business 
within the United States. (Cod 
211 (b). Reference should be made to pal 
ticular treaties. Such treaties 
discussed by Gilpin and Wells in “In- 
ternational Double 


Proble ms and 


section 


income tax 
were 
faxation of Income: Its 
Taxes—The Taa 
January, 1950, page 9.) 


Remedies,” 
Vagazine, 


| 


iPaged 


An alien may be 
in business here for 


considered to be et 
reasons other th: the 
nite d 


othe! 


1 


rendering of personal services in the 
States. A 


business activity 


relatively small amount of 


here is sufficient to estab- 


} 


pusiness 


lish that ar 
here { l. | 
G. ( M. 


ness may 


alien is engaged in 
1406, 151; compare 
17014, a7.) & 


exist ey th { tl 1~t income 


busi 


is comparatively trivial. 5 h was the hold 
14.930 (M), 4 


only business activit 


ing in J erburgh, (( 
TCM 1145, 
he ownership and renting out 
parcels of United States 
managed by 


where the 


small 


which 


real 
were a real est 
here ‘The agent turned over the 


the alien’s attorney here and he, 


paid the insurance premiums and 


taxes rental 


and r tted the net 
lier TI , } . 
anen nis decision 1s, howey 
and not really reconcilable wit! 
CCH Dee M), 3 TCM 2] 


rate, Management ol 


13,797 


real estate 


, even if don 


Oona conside rabi scale 
an attorney, agent or attorney-in-lact 


business 


19.606, 


constitutes engaging in 
Lewenhaupt, CCH Dec. 


0 ; Pim r mS Stoner, 


’ @SToOV 
CCH De 
M. 18835, 


However, the 


1937-2 ¢ 
mere ownership 
rented ou 
alien but operated by the lessee on 
rent basis is not a trade or 
though the United 
interest before remitting t 
rentals to the alien. (Neill, CCH Dec. 12,2 
46 BTA 197; G. C. M. I 
3260, 1939-1 CB 199.) 


tuitous 


of real estate which 1s 


business, 


alien’s States 


pays mortgage 


18835, above: 


An isolated and 


sale here does not constitute busi 


ness. (European Naval Stores Company, CCH 


Dec. 16,518, 11 TC 127; 
Company, Ltd., CCH 
725.) Ownership of 


The Linen Thread 
Dec. 17,620, 14 TC 
investment property 


here, a directorship in a United States cor 
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and 
stockholders’ meetings here do not consti- 
tute enyaging in 
States. (Turner v 
Vt., 1930) 
resident 


poration and attendance at directors’ 


business in the United 
McCuen, 2 ustc J 572 (DC 


(estate tax case).) 
alien 


That a non- 
stockholder of a 
and made frequent 
pleasure trips here did not mean that he 
was engaged in business 
CCH Dec. 9908, 37 BTA 19 
(estate tax case): Estate of Bozo 
CCH Dec. 18,604, 17 TC 748 (acq.). 
Paul, Federal Estate and Gift Taxa- 
Volume 1, Section 2.12.) Collection of 
dividends from investments 
here is not engaging in United States busi- 
(See I. T. 3260, above.) 


Was S¢ le 


domesti corporation 
here. (Tarafa y 
Armas Estate, 
{acq ) 
Banac, 
But see 
tion, 
interest and 


ness 


observation 
beyond the 
receipt of income from property and 


Che Bureau has made the 
that 


mere 


“generally any activities 


the payment of organization and administra 
tion expenses incidental to the receipt and 
distribution thereof constitute engag- 
ing in trade or business within the meaning 
of Sections 211 (b) and 231 (b).” (G. C. M. 
18835, above.) 


express statutory provision, the 


ged in trade or business 


term 
dc eS not 
resident 


effec ting, through a 


commission agent, or 
United 
(if of a kind customarily consum 
such 
up, o1 
business in the United States at any 


in the States in com- 
and if the 


corporation has no 


place, alien, 


othce ofr 


ng the taxable year through which 


direction ot I 


vhich such transac 
commodities are effected), or in 
securities.” (Code 
ulations 111, 


| 3 60), ab ve 


Section 211 


Sections 29.211-7, 
the ldda case, CCH Dec 

CC 273, aff’d 49-1 ustc § 9109, 171 
57 (CA-4), cert. den. 336 U. S. 
traded 
through 
States but 


it brother 


alien extensively in com 


| 


nodities resident brokers in the 
used as an intermediary 
who had discretionary 

was not a broker, commission 
custodian. The alien was held to 
ave engaged in business within the United 
states See M. 21219, 1939-1 
CB 201 But Adda, CCH Dec. 
16,482, 10 TC (acq.).) 


also G. C 
compare 
1291 


In Commissioner v. Nubar, above, the Court 


of Appeals for the Fourth Circuit, reversing 
the Tax Court, went so far as to hold that, 
Code Section 211 


engaged in 


despite (b), an alien was 


trade or business here because 
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custodian, of 


An alien is engaged in United States 
business if he is a member of 
a partnership so engaged. 


his extensive speculative transactions in se- 
curities and commodity 
effecte d through 


futures, though 
brokers, were 
personally directed by the alien during his 
prolonged physical presence here. 


resident 


A statutory provision, introduced by the 
Revenue Act of 1950 and designed to plug 
the loophole existing under the Tax Court’s 
decision in the Nubar case, now specifically 
imposes a tax on the net amount of capital 
gains derived from United States sources 
nonresident alien individual not en- 
gaged in United States business, but physi- 
cally present in the United States. (See discus- 
sion under heading “Nonresident Aliens Not 
Engaged in Business Within United States,” 
below.) 


by a 


Moreover, a nonresident alien is engaged 
in United States business and is, therefore, 
taxable on securities gains, irrespective of 
physical 


presence, if his performance of 


personal service in the United States or his 
sales of real or personal property are more 
than occasional and are outside the above- 
Sec- 


office 


discussed specific 


tion 211 (b) He 


place of 


exceptions ot ( ode 


need not have an 


business here. (Mimeograph 
3, above; I. T. 3478, 1941-1 CB 266; Code 


ns 119 (a) (3), 211 (b).) 


An alien is United States 
a partnership 
so engaged. (Code Section 219; Regulations 
111, Section 29.219-1: Craik v. U. S., 
stc 9222, 31 F. Supp. 132 (Ct. Cls.); ] 

B 192.) 


beneficiary is not 


engaged in 


business if he 1s a member of 


1938-2 ¢ 


\ trust engaged in 
United States business merely because the 
trustee does business here 
Section 29.211-7(c)); 
revocable or irrevor able trust 
111, Section 29.211-1 (c)) 

An alien 
possession of the 
thereby within the 
United “United 
States” when used “in a geographical sense” 
United 
(For other decisions on doing or en 


(Regulations 111, 
nor is the grantor of a 
(Regulations 
engages in business in a 
United 

business 


who 
States is not 
engaged in 
States, because the term 
does not include possessions ol the 
States. 
Stone Tracy 
Minneapolis 
Mine 


ompany, 
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gaging in business, see Flint v 
Company, 220 U. S. 107; Zonne z 
McCoach v. 


Railroad (¢ 


Syndicate, 220 U. S. 187; 
hull « Schuylkill Haven 





228 U. S. 295; U. S. v. Emery, Bird, Thayer 
Realty Company, 237 U. S. 28; Von Baum 
bach v. Sargent Land Company, 1 ustc § 10, 242 
U. S. 503; Edwards v. Chile Copper Company, 
1 ustc § 167, 270 U. S. 452; Deputy v. du 
Pont, 40-1 ustc § 9161, 308 U. S. 488: Higgins 
vw. Commissioner, 41-1 ustc § 9233, 312 U. S. 
212; U. S. v. Pyne, 41-1 uste § 9428, 313, U. S. 
127; City Bank Farmers Trust Company v 
Helvering, 41-1 ustc 9 9426, 313 U. S. 121; 
Lewellyn v. Pittsburgh, Bessemer & Lake Erie 
Railroad Company, 222 F. 177 (CCA-3, 1915) ; 
Stafford, Owners, Inc. v. U. S., 39 F. (2d) 
743 (Ct. Cls., 1930); Cantrell « Cochrane, 
Ltd., CCH Dee. 1346, 19 BTA 16.) 


Aliens Departing from United States 


An alien, whether resident or nonresident, 
may not depart from the United States un- 
first 
Revenue or 
that he 


obligations If he does not 


less he 


procures from a Director ot 


Internal District Commissioner 
a certificate has complied with his 
income tax 
present such certificate of compliance at the 
point of departure, he there 
ined by an internal officer 
taxes due will then be c 
Section 146 (« and (tf); 
29.146-1 (b) and (c); Mimeograph 
1937-2 CB 149; Mimeograph 2195, 21 
253; Special Ruling, July 5, 1950; O. D. 
4 CB 329; O. D. 385, 2 CB 243.) 

Che Commissioner can declare the tax- 
able terminated, if he 
finds that a taxpayer designs, by immediate 
(Code 


will be exam- 
and 
Code 


111, 


revenue 

sllected 
Regulations 
section 
$633. 


) 


period immediately 


departure or otherwise, to avoid tax. 
Section 146 (a) (1).) In 


such case, any 
personal exemption and credit for depend 
ents must be prorated. (Code Section 47 
(e).) Credit should be given for any tax 
withheld. (Mimeograph 2195, above. 


lations 111, Section 29.146-1. (a).) 


Such termination of 


Regu- 


the taxable period 


may occur each time 


the alien departs, but 
should 

resulting overassessment will 
(G. C. M. 17195, X V-2 CB 107; 


July 5, 


an annual return subsequently be 
filed, and any 
be refunded 


Special Ruling, 1950, above.) 


If the departing alien desires to overcome 
the presumption that he is a nonresident, fot 
example, for the purpose of 
self of 


him- 
provisions 
applicable in his case if he were a resident, 
he may do so by presenting “(a) proof that 
to the 
filed a 
become a 
under the 


October, 


availing 


more advantageous tax 


the alien, at least six months prior 


date he so presents himself, has 


declaration of his intention to 


citizen of the United States 


800 


1953 @ 


naturalization laws, (b) proof that the alien, 
at least six months prior to the date he so 
presents himself, has filed Form 1078 or its 
equivalent, or 
ments of the 
tion to 


(c) proof ot acts and state- 
alien showing a definite inten- 
acquire residence in the United 
States or showing that his stay in the United 
States has been of such an extended 
constitute him a resident 
(Regulations 111, Section 29.211-4.) 
supplied.) 


nature 
as to 


(Italics 


Resident Aliens 


general taxabl« 
United 
that is, a resident alien is taxable on ine 
derived from all including sources 
without the United States.” (Regulations 111, 
Sections 29.11-2 and 29.211-1.) 
plied.) (See particular 
for limitations applying to 
with 
from 


“Resident aliens are in 


the same as citizens of the States, 
ome 


sources 


(Italics suy 
income tax reaties 
resident aliens 
respect to specified types of incom«e 
without the | 


gene ral, 


sources nited St 


They are, 1n subject 
administrative 


Code 
with resident aliens employed 


and 
(But 
(h), dealing 
by a foreign government or an international 
Vial, CCH De 


Regulations 111 


tax rates provi 


citizens compare¢ Sectio1 


organization I Us 
15 TC 403. See, al 


tion 29.116-2.) 


Taxable Income.—The provisions are the 
United States citizens (But 
Code Section 116 (a).) 
sources without the 


includible. 


Same as tor 
compare [Income 


from United States is 


Rates.— The 
for United 


provisions are the same 


states citizens. 


Exemptions. 
United 


The provisions are thi 


States 


amc 


as for citizens 


Credits for Dependents.—The provisions 


are the same as for United 


States citizens 


Deductions.—The provisions are the 
as for United States citizens. 
Dec. 16,239, 10 TC 208 (acq.) 
Welti, CCH Dec. 13,117, 1 


same 
(Schnur, CCH 
But ce 
TC 905.) 


ymipare 


Foreign Tax Credit.—There is a 
for income, profits and 
taxes paid to a foreign country but only if 
the foreign country of which the taxpayet 
is a citizen allows a similar credit to United 
(Code Sec 


credit 


Wal excess pronts 


States citizens residing there. 
tion 131 (a) (3); Freudmann, CCH Dec 
16,379, 10 TC 775 (acq.); Bowring, CCH 
Dec. 7882, 27 BTA 449; Wilson, CCH Dec. 
15,531, 7 TC 1469; I. T. 3749, 1945 CB 202. 
See particular income tax treaties.) 
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Returns. 


as ior 


-UChe requirements are the same 
United States citizens. No joint re- 
filed if spouse was a 
nonresident alien at any time during the tax- 
able (Code Section 51 (b) (2).) The 
splitting-of-income privilege would, in such 
case, be unavailable. 


turn mav be either 


year. 


Change of Status from Nonresident to 
Resident During Taxable Year.—lI{f a non 
resident alien becomes a citizen or resident 
alien during a taxable 


putations -are 


year, separate com- 
period. 
be filed for 
1938-2 CB 
XI-2 CB 
not, in such case, 
under the 
(Code Section 404.) 
exemptions are 


required for 


single 


each 
However, a 


+} 


he taxable 


return may 
3237, 


10579, 


Veal ( | r 
188; compare G. C. M 
99.) ‘The individual may 
compute his tax optional tax 
table His dependency 
determined as of the last 

taxable year, but the amount 
exceed his net income for the 
period of his citizenship or residence. (I. T. 
3926, 1948-2 CB 48.) His income from 
sources without the United States prior to 


his change 


day ot the 


may not 


of status to citizen or resident is 
not taxable (Regulations 111, Section 
29.211-1; Lee, CCH Dec. 2391, 6 BTA 1005 
(acq.).) But if such income realized 

his change of status, he is taxable 
although the 


Ome Was 


was 
only after 


thereon, 


from which 
were performed 


CCH Dec. 15,447, 7 


services 
such inc derived 
prior theret: 


CC 1075.) 


(Steur, 


Change of Status from Resident to Non- 
resident During Taxable Year. 
from sources without the 
fore the date 
tions 11 l, 
above; 


Income 
United States be- 
of change is taxable. (Regula- 
Section 29.211-1; G. C. M. 10579, 


compare QO. D. 468, 2 CB 243.) 


Nonresident Aliens Engaged in Business 
Within United States 


Unlike 


resident 


citizens and resident aliens, non- 
aliens are taxable only on income 
within the United States.” 
(Italics supplied.) (Code Section 212 (a); 


Regulations 111, Section 29.212-1.) 

Taxable Income.—Only from 
“sources within the United States is taxable.” 
(Italics supplied.) (Code Section 212 (a); 
Regulations 111, Sections 29.212-1, 29.119-1. 


See, also, Code Section 211 (b); Regulations 
111, Section 29.211-7 (c).) 


trom “sources 


income 


Reference should 
be made to particular income tax treaties. 
Section 22 (b) (7).) See, also, the 
applicable to operators 
(Code Section 212 (b); Regula- 
tions 111, Sections 29.114-13, 29.212-2.) 


(Code 
special exemption 


ot ships 


Aliens and the Income Tax Law 


“Income from sources within the United 
States” (italics supplied) comprises the fol- 
lowing classes (Code Section 119 (a)): 

(A) Interest on “bonds, notes, or other in- 
terest-bearing obligations” paid by the United 
States Government or by resident citizens 
and interest paid by resident aliens or by a 
domestic or resident foreign corporation, if 
at least 20 per cent of the payor’s gross in- 
come has been derived from sources within 
the United States for the three-year period 
ending with the close of the payor’s taxable 
year preceding the payment. (Code Section 
119 (a) (1); Regulations 111, Section 29.119-2. 
Reference should be made, however, to par- 
ticular income tax treaties.) Interest on 
bank deposits, on oper accounts, on a con- 
demnation award, on an insurance policy, 
on a cause of action, on a judgment and 
on a United States tax refund are included 
in this classification. (Eitingon, CCH Dec. 
8038, 27 BTA 1341; Waldorf Astor, CCH 
Dec. 8849, 31 BT A 1009: Helvering v Stock- 
holms Enskilda Bank, 35-1 ustc § 9007, 293 
U. S. 84; British-American Tobacco Company, 
Ltd. v. Helvering, 35-1 ustc J 9008, 293 U. S. 
95; Commisstoner v. Raphael, 43-1 
7 9272, 133 F. (2d) 442 (CCA-9), 
den, 320° U.S: 735; 1... TT. 2782 aes 
CB 85; I. T. 3216, 1938-2 CB 183: G. C. M 
13366, XIII-2 CB 164; G. C. M. 21187, 
1939-1 CB 141; G. C. M. 21968, 1940-1 CB 
67: Regulations 111, Section 29.119-2. Sut 
compare Lloyd, CCH Dec. 14,413, 4 TC 
829, aff'd 46-1 ustc § 9201, 154 F. (2d) 643 
(CCA-3), cert. den. 329 U. S. 717.) 
paid by 


USTC 
cert. 


Interest 
a domestic corporation on a se- 


curity deposit, even though the deposit was 
made in a foreign bank and the interest was 


paid by a branch office in the foreign coun- 
try, is also included. (Monk & Company, 
CCM Dec. 16,213, 16 TC 772 ET. ae 
1949-1 CB 113; compare I. T. 3059, 1937-1 
CB 111.) 


Interest on bonds of a foreign govern- 
ment, although the bonds are held here and 
interest is received here, is excluded from 
this group. (O. D. 35, 1 CB 101; Standard 
Marine Insurance Company, Ltd., CCH Dee. 
1627,4 BTA 853; Marine Insurance Company, 
Ltd., CCH Dec. 1623, 4 BTA 867; compare 
L. O. 786, 1 CB 99: Ocean Accident & Guar- 
antee Corporation, Ltd., CCH Dec. 4476, 13 
BTA 1057.) 
national 


Interest on bonds of the inter- 
bank is excluded. (Special 
Ruling, November 25, 1947; Bank Press Re- 
No. 110, August 5, 1948.) 

(B) Dividends paid by a United States 
corporation are includible if the corporation 
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also 


lease 





derived at 
income 


least 20 per 
from 


cent of its gross 
within the United 
States for the three-year period ending with 


sources 


the close of the payor’s taxable year pre- 
ceding the dividend declaration: (Code Sec- 
tion 119 (a) (2) (A); Regulations 111, 
Section 29.113-3 (a).) A _ distribution in 
redemption of stock which has the effect of 
a taxable dividend would be taxable as a 
dividend. (De Nobili Cigar Company, CCH 
Dec. 13,004, 1 TC 673, aff’d 44-2 ustc § 9371, 
143 F. (2d) 436 (CCA-2) 
by a foreign 
cludible if the 


Dividends paid 
corporation are partially in 
corporation derived at least 
50 per cent of its gross income from sources 
within the United States for the 
period ending with the 


taxable 


three-yeat 
close of the payor’s 


yeal dividend de 


preceding the 
claration. In such a case, 
dividend attributable to 
come of the 


upon the 


the portion of the 
United States in 
corporation, 
United States 
income to total gross income for the three- 
year period, is to be 
t10n 119 
Section 


declaring based 


ratio of its eTOSS 
(Code SEC 
Regulations 111, 
Enterprises 
{ 9343, 126 
(CCA-4): Codrington, CCH 
Dec. 2227, 6 BTA 415 (acq.); Ardbern Com- 
pany, Ltd., CCH Dec. 11,072, 41 BTA 910, 
rev'd, on other grounds, 41-2 ustc { 9533, 
120 F. (2d) 424 (CCA-4); T. 1620, II-1 
CB 126 XIV-1 CB 
119; I. T. 2836, XIII-1 CB 81.) The fact 
that such dividends are paid in the foreign 
country by the foreign corporation does 
not eliminate the tax. (Forres, CCH Dec 
7376, 25 BTA 154; Ross, CCH Dec. 11,740, 
44 BTA 1, vacated and remanded pursuant 
to stipulation 


included 
€a}).. (2) CB): 
29.119-3 (b); Georday 
Ltd. v. Commissioner, 42-1 ust 
F. (2d) 384 


| 
Mimeograph 4323, 


Reference, however, should 


be made to particular income tax treaties.) 

(C) Compensation paid to a 
alien for 
States 


nonresident 
services rendered in the United 
while he is temporarily within the 
United States is included ct. 2, ae 
1949-1 CB 83: O. D. 638, 3 CB 128; O. D 
784, 4 CB 116; O. D. 245, 1 CB 183.) Com- 
pensation for services performed by a non- 
resident alien, temporarily present in the 
United States, for not in excess of a total 
of 90 days during the taxable year if the 
aggregate 


compensation does not 


exceed 
$3,000 and the services are performed for a 
nonresident alien, foreign partnership or 
foreign corporation, not engaged in trade 
or business within the United 
specifically excluded by statute. (Code Sec- 
tion 119 (a) (3); 111, Section 
29.119-4.) Compensation tor services per- 


formed outside the United States, even though 


802 


States, is 


Regulations 


October, 1953 ®@ 


ee 


eee ace eee yo 


the employer is the United States Govern 


ment or is in the United 
United States resident, is 
(Reorich, CCH Dec. 10,425, 38 
aff'd 40-2 ustc § 9657, 115 F. 
of D. C.), cert. den. 312 U. S. 700; Kollmar, 
above; Yount, CCH Dec. 10,544, 38 BTA 
1460; Piedras Negras Broadcasting Company, 
CCH Dec. 11,616, 43 BTA 297, aff'd 4 

ustc § 9384, 127 F. (2d) 260 (CCA-! 

British Timken, Ltd., CCH Dec 
TC 880 (acq.); I. T. 3804, 1946-1 CB : 
I. T. 1395, I-2 CB 229; S. M. 5488, V-1 CB 
51.) Note, however, that the “personal” 
services, if rendered in the United States by 
an agent of the nonresident, will involv 
(Helvering v. Boek 
ustc 99740, 107 F. (2d) 388 
Where render 1 


and partly without the United 


States or is a 
also excluded. 
BTA 56/7, 
(2d) 39 (CA 


> 
16,992. 


taxable compensation. 


man, 39-2 


(CCA-2).) 
partly within 


States, the 


services are 


ompensation, unless otherwis¢ 
expressly apportioned, must be app: I 
on a time basis. (Regulations 111, Section 
29.119-4: Boekman, above: Mooney, CC 
Dec. 16,080, 9 TC 713; I. T. 3804, 1946-1 
151; I. T. 1449, 1-2 CB 152 As 
meaning of “personal services,” see 
man, above; Oppenhetm, CCH Dex 
BTA 563 (1934); Ingram 
a ese FSS, B27. ¥.. “t2d) 35 
1932); Commissioner v. Hawatian 
Company, 39-1 ustc § 9263, 100 F. ( 
(CCA-9), cert. den. 307 U. S. 635; ( 
hama Ki-Ito Kwaisha, Ltd., CCH Dec. 2102, 
5 BTA 1248 (1927). should be 
made to particular income tax treaties.) 

(D) “Rentals or 
located in the 


irtione 


Reference 


royalties from pr 
United States or from any 
interest in such property, including rentals 
or royalties for the use of or for the privilege 


perty 


of using in the United States, patents, copy 
rights, secret processes and formulas, good 
wil’ trademarks, trade brands, franchises, 
and other like property” are included. (Code 
Section 119 (a) (4); Regulations 111, Sec- 
tion 29.119-5.) “Royalties” has been broadly 
construed and taxed. (Wodehouse v 
missioner, 49-1 ustc 7% 9310, 337 U. S. 369: 
Sabatini v. Commisstoner, 38-2 ustc § 9470, 
98 F. (2d) 753 (CCA-2); Rohmer, CCH Dec 
14,591, 5 TC 183, aff'd 46-1 ustc J 9130, 153 
F. (2d) 61 (CCA-2), cert. den. 328 U. S 
862; Rohmer, CCH Dec. 17,734, 14 TC 1467 
(acq.); Molnar, CCH Dec. 14,809(M), 4 
TCM 951, aff’d 46-1 ustc J 9303, 156 F. (2d) 
924 (CCA-2); Sanchez, CCH Dec. 15,169, 6 
TC 1141, aff’d 47-1 ustc $ 9297, 162 F. (2d) 
58 (CCA-2), cert. den. 332 U. S. 815; In- 
gram v. Bowers, above; I. T. 3296, 1939-2 CB 
133. See Regulations 111, Sections 29.143-2, 


Com 
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Gains and income from the sale of 
personal property in the United 
States, including sales on stock 

or commodities exchanges, 

are fully taxable if the personal 
property was previously purchased 
by the taxpayer. 


29.211-7 (a). Code 
also, compare Hopag, CCH Dec. 
TC 38 (1950) 
royalties paid can be 
of property 
royalties 

(FE) 


; } ) 
lle of real pr 


Section 502; 
17,430, 14 
that 
allocated to the use 
outside the United States, 
taxable. (Rohmer, 


Compare 


(acq.).) To the extent 
such 
are not above. ) 
‘Gains, profits, and income from the 
»perty located in the United 
Section 119 (a); Regula 
tions 111, Section 29.119-6; 7exas-Canadian O1 


Corporation, CCH Dec. 11,880, 44 BTA 913.) 
The specines that the converse ot 
the first five of the 
income 1s “ inc¢ 
United States.” 
(F) For 
ale of personal property,” 
made by Code 
tion 119 (e). 
Under 


profits 


States”’ (Code 


Code 

Toregoing classes of 

me from sources Without the 
(Code »ection 119 (c).) 


and income trom 


“gains, prohts, 
reilerence 1S 
Section 119 (a) to Code Sec 


Code 
} 


Section 119 (e), “gains, 
and income derived trom the 
property within and its 
United States or from the 


pur- 


chase of personal 


sale without the 
purchase and 
shall be 
trom sources 


” 
sold. . ; 


made in the 


without 
states, 


of personal property 
ited 


entirely 


its sale 


T 
i 
1 
I 


within the U 
treated as derived 


within the country in which 


An exception is then case of 
property purchased within a United States 
possession. 


Reference should be made, how- 
ever, to particular income tax treaties. 
Thus, gains and income from the sale of 
personal property in the United States, includ 
on stock or 
taxable if 


was previously 


ing sales commodities exchanges, 


are fully the personal property 
purchased by the taxpayer. 
(Regulations 111, Section 29.212-1 (b), See 
also G. C. M. 18383, 1937-2 CB 244 and 
I. T. 3137, 1937-2 CB 164, on hedging trans- 
actions.) The place of sale is determinative; 
(Code 


Section 


the place of purchase is immaterial 
Section 119 (e); Regulations 111, 
29.119-8 (exception as to property pur- 
chased in United States possessions).) The 
place of sale is where title (beneficial owner- 
ship and risk of loss) passes to the buyer. 
(East Coast Oil Company, CCH Dec. 8775, 
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31 BTA 558, aff'd 36-2 ustc § 9445, 85 F. 
(2d) 322 (CCA-5), cert. den. 299 U. S. 608; 
The Exolon Company, CCH Dee. 12,188, 45 
BTA 844 (1941) (acq.); Briskey Company, 
CCH Dec. 8400, 29 BTA 987, aff'd 35-2 
ustc §9503, 78 F. (2d) 816 (CCA-3); 
G. C. M. 25131, 1947-2 CB 85 (except in 
case of tax-avoidance plans); Kaspare Cohn 
Company, Ltd., CCH Dec. 9604 35 BTA 
646, and Ardbern Company, Ltd. v. Commis 
stoner, 41-2 ustc J 9533, 120 F. (2d) 424 (CA 
of D. C.); but compare Hazelton Corpora 
tion, CCH Dec. 9813, 36 BTA 908, app. 
dism., and Elston Company, Ltd., CCH Dec 
11,233, 42 BTA 208); Stafford & Company, 
Inc. v. Pedrick, 48-2 ustc § 5928, 171 F. (2d) 
42 (CA-2); Cadwallader, CCH Dee. 17,136, 
13 TC 214; R. J. Dorn & Company, CCH 
Dec. 4,194, 12 BTA 1102 (acq.); Alexander, 
“VW here Is a Sal Made?” TAXES The Tax 
Magazine, February, 1949, page 133.) Com- 
mercial law, respect to passage of 
title, governs. (Amtorg Trading Corporation 
v. Higgins, 45-2 ustc § 9339, 150 F. (2d) 536 
“CA-2).) In the case of a contract calling 
point of shipment, title usually 
(East 
Also in the 
ac. i. f. contract, title usually passes 
delivery to the even though 
to the selle: 
ity for payment. (Ron 
‘orporation, CCH Dec. 12,022, 44 BTA 
M. 25131, above.) 


Subsidies rece 


with 


to the carrier. 


mpany, above.) 


carrier, 


made out 


ived from the United States 
respect to export sales are United 
States income. (Stafford & Company, Inc 

Pedrick, above.) Amounts 
distribution in partial or 


with 


received as a 
complete liquida 
tion of a United States corporation which 
conducted all of its business in the United 
States are subject to capital gains taxation 
regardless of the fact that surrender of the 
stock and payment therefor take place in 
foreign country. (Hay v. Commissioner, 44-2 
ustc § 9522, 145 F. (2d) 1001 (CCA-4).) 

Under Code Section 119 (3), “gains, 
profits and income (2) from the sale 
of personal property produced (in whole or 
in part) by the taxpayer within and sold 
without the United States, or produced (in 
whole or in part) by the taxpayer without 
and sold within the United States shall be 
treated as derived partly from sources within 
and partly from sources without the United 
States.” (Italics supplied.) (See also Code 
Section 119 (f), defining “produced.”) 

For the method of allocation, see Regulations 
111, Sections 29.119-12, 29.119-13, 29.119-14 
and 29.119-15. 
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In addition to the six classes of income 
specified in Code Section 119 (a), classes or 
items of income not specified in such sub- 
sections may be income from United States 
and taxable, in 
Section 119 (e).) 


sources 


(Code 


whole or in part 
The nonresident alien’s distributive share of 

partne) ship income, 

of a partner, 

busines 


including so-called salary 
from a partnership engaged in 
in the United States is includible to 
the extent that the 
derived 
States 


partnership income was 
within the United 
above: Livingston, 
CCH Dec. 14,805 (M), 4 TCM 943; G. C. M 
13771, XII1-2 CB 229; compare I. T. 3981, 
1949-2 CB 78.) if the nonresident 
alien is employed by a foreign branch of the 


Irom 
(Cratk v. U. S,, 


sources 


However, 


partnership and is paid from the profits of 
the foreign branch, 


able. (Cy C 


uch income is not tax- 


M. 17255, X V-2 CB 243.) 


Distributed or currently distributable income 
from a resident trust, if derived by the 


Irom 


trust 
United States sources, is clearly tax 
able to the nonresident 
(Regulations 111, 
3020, XV-2:CB 


treaty, in 


alien beneficiary 
29.143-2; I. T 
106), unless exempted by 
event neither the 
ficiary nor the trust is taxable. (1. T 
1950-2 CB 58; compare Tait, CCH 
16,650, 11 TC 731.) Generally, “ 
able treated by the 
through 


Section 


which bene 

4019, 
Dec 
\ distribut 

trust 1s Statute aS a 
conduit which the income 
passes to the beneficiary who is made tax- 
able thereon and, in instances of the character 
with which we are 


mere 


here concerned [domestic 


dividends], the amounts 


received by the 
beneficiary retain their identity. ” (See 
Bence v. U. S., 37-1 ustc § 9210, 18 F. Supp 
848, 852 (Ct. Cls.); G. C. M. 11221, XI-2 CB 
123; A. R. M. 37, 2 CB 172; 1. T. 1642, II-1 
CB 81. Compare Waldorf Astor, above; I. T 
2607, III-2 CB 78; 111, Sec- 
29.22 (b) (4)-5.) 


Regulations 
tion 


Accordingly, it has been ruled that as to 
currently distributable trust income 
without the United States, a non- 
resident alien beneficiary would not be tax 
able. (1. T. 1642, 11-1 CB 81; G. C. M. 11221, 
XI-2 CB 123; A. R. M. 37, 2 CB 172 (Cfor- 


eign bond interest).) 


trom 
sources 


It has also been stated, 
that distributable capital 
gains retain their character in the hands of 
3495, 
1938-2 


in a Bureau ruling, 


i nonresident alien beneficiary. (1. T. 
1941-2 CRP 195; 3207, 
CB 181.) 


compare I. T. 


But where interest on foreign bonds is not 
currently distributable but is being accumu- 
lated by a resident trust for future distribu- 
tion to a nonresident alien, such interest is 
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October, 1953 ®@ 


the income of the 
to the trust, because, in such case, the tax 
payer is the resident trust or trustee and 
not the nonresident alien. (G. C. M. 11221, 
XI-2 CB 123: A. R. M. 37, 2 CB 172; O. D 
743, 3 CB 203.) 


resident trust and taxable 


Distributed and distributable in 

come from a foreign trust, it derived by the 
from United States 

to the nonresident alien beneficiary. 

l a above; Muir, CCH Dec. 

16,254, 10 TC 307, aff'd 50-1 ustc § 9340, 182 

F. (2d) 819 (CA-4). These 


dividends on stock of a domestic corporation. ) 


currently 


sources, 18S tax- 


cases involved 


paid 


Income resulting from a refund of tax { 


in the United States is taxable. (Commis 
sioner v. Suffolk Company, Ltd., 39-2 
7 9555, 104 F. (2d) 505 (CCA-4).) 
Income from 
entered 


USTC 
resulting future contracts 
liquidated in the United 
(Zander ¢ Cia, Ltd., CCH 
11,208, 42 BTA 50 Che 
there involved is now specifically exempted 
Compare I. T. 3137, 1937-2 CB 164, 


G. C. M. 1937-2 CB 244.) 
Income 


discharge of a 
United States at than tace 
taxable. (Corporacion de Ventas de Salitre y 
Yoda de Chile, CCH Dec. 11,805, 44 BTA 
393, rev'd, on other grounds, 42-2 ust« 
7 9599, 130 F. (2d) 141 (CCA-5).) 
upon liquidation of a 
corporation 
states 


and 
States is taxable. 
Dec 


into 
transaction 


and 
18383, 
from debt wn the 


less 


value is 


Gain United States 


United 

irrespective of 

(Hay, CCH Dec 

,377, 2 TC 460, aff'd 44-2 ustc J 9522, 145 
(2d) 1001 (CCA-4, 1945), cert. den. 324 
S. 863.) 


which was engaged in 


business is taxable 


the place of liquidation 


13 
F 
U 


Income resulting from imsurance received 


for loss of goods in transit is taxable if the 
had a United States 


goods 


situs at the 


time of loss. Situs remains at point of ship 


ment until a 


situs is 


permanent 
elsewhere. (I. T. 3902, 


acquired 
1948-1 CB 64.) 
Taxes withheld must be included as tax 
(Code Section 143 (d); Regu 
111, Section 29.143-9.) 


Increment on 


able income. 
lations 
United States Treasury bills 
issued at a discount is taxable. (I. T. 
1948-1 CB 78.) 

Income redemption or sale in the 
United States of bonds purchased in the 
United Statés is taxable. (Hubert de Stuers, 
CCH Dec. 7597, 26 BTA 201 (1932); 
Company, Ltd., above; compare I. T 
I-2 CB 149; O. D. 534, 2 CB 103; O. 
4 CB 217; I. T. 2330, VI-1 CB 76.) 
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3889, 


from 


tiston 


1398, 
D. 894, 





Distributed and currently 
distributable income from a foreign 
trust, if derived by the trust from 
United States sources, is taxable 

to the nonresident alien beneficiary. 


83, 
) 


Annuity payments are taxable. (I. T. 21 
But 


1V-2 CB 66; I. T. 2996, X V-2 CB 166. 
L.-T: 3280, 4939-1. CB 
Damages for breach of 
formed in the United 
(33 O. A. G. 221, 


Damages for 


197.) 
contract to be 
States are 
1-2 CB 192.) 
failure to pay 
paid by a domestic corpora- 
is taxable. (I. T. 3216, 1938-2 CB 183.) 


compare 
per- 
taxable. 


wmterest m 
agreed currency, 


tion, 


Agricultural subsidies paid by the United 
States with respect to land 
United States is taxable (I. T. 
CB 16), but not if the 
Puerto Rico (I. T. 


Amounts 


situated in the 
3379, 1940-1 
land is situated in 
2976, XV-1 CB 138). 
receiwed for an agreement not to 
United States are taxable. 
(The Korfund Company, Ini CCH Dec 
13,210, 1 TC 1180.) 


Gain from the purchase of the taxpayer's 
wn obligations at a discount in the United 
States is taxable. (1. T. 3119, 1937-2 CB 227.) 


onl 


ompete im the 


Alimony paid from a United States trust 
(Albert R. Gallatin Welsh Trust, 
18,364, 16 TC 1398, aff’d 52-1 
194 F. (2d) 708 (CA-3).) 


In determining 


is taxable 
C{ H Dec 
uUSsT( © 9216, 


whether income is trom 
sources within or without the United States, 
the possessions of the United States are not 
of the United States, be- 


“United States” 


treated as a part 
cause the term when used 
includes only the 
Alaska and Ha 


Columbia. (Code 


“in a geographical sense” 


+} 


States, the lerritories of 


wai and the District of 


section oO 


Items 
United 


sources 


exempt by statute, treaty or the 
States Constitution, although from 
within the United States, are not 
taxable (Code Sections 22 (b), 112, 116, 
119, 212 (b). Compare Chapman, CCH Dec 
16,049, 9 TC 619.) 


terest 


Thus, for example, in- 


upon obligations of a state or city 
(Code Sec 
tion 22 (b) (4); Waldorf Astor, above; com 


pare I. J XIII-2 CB 78.) 


in the United States is exempt 


28 16, 


Rates.—The provisions are the 
for United States (Code Section 
211 (b); Regulations 111, Section 211-7 (c).) 
However, 


same as 
citizens. 
a nonresident alien is not entitled 
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to use the optional tax table. (Code Section 
404. Reference should be made to particular 
income tax treaties.) 
Exemptions.—Regardless of marital and 
dependency 
lowed 


status, the only exemption al- 
Canadians and 
Mexicans) is one exemption of $600 for the 
normal tax and the surtax. (Code Section 
214; Regulations 111, Sections 29.214-1 (b) 
(2); 29.143-3: I. T. 3620, 1943 CB 543; I. T. 
1943 CB 545.) Where a nonresident 
alien changes his ‘status to that of resident 
during the taxable vear, he becomes entitled 


(except in case of 


3265, 


to exemptions of a resident but these may 
not exceed his net income for the period of 
residence (I. T. 3926, 1948-2 CB 48.) 
Credits for 
credit tor 


There is no 
(See Exemptions, 


Dependents. 
dependents 
above.) 


Deductions. deductions are 
allowed for items deductible by citizens or 
residents, but only if and to the extent that 
they are with taxable 
from within the United 
(Code Section 213 (a); Regulations 
Sections 29.119-9, 29.213-1 (b); 
Enskilda Bank, CCH Dec. 10,754, 40 BTA 
107; Corporacion de Ventas de Salitre \ 
Yoda de Chile, above; De Nederlandsche Bank, 
CCH Dec. 9520, 35 BTA 53; see G. C. M 
19902, 1938-1 CB 354; Standard Marine In 
surance Company, Ltd., above; Marine In 
surance Company, Ltd., above; Forres, above ; 
Louis Roessel & Company, Ltd., CCH Dec 
931, 2 BTA 1141; S. M. 4767, V-1 CB 263, 
I; T.. 2028,. HiI-1-CB 296; I. T..3034, XV 
CB 136; G. C. M. 26013, 1949-2 CB 
Expenses, losses or other deductions must 
first be allocated to specific items of United 


Generally, 


income 
States 
111, 
S tockholm § 


connected 


sources 


76.) 


States or foreign income to the extent that 
such allocation is possible. Ratable appor 
tionment is only to be used where no definite 
(Code Section 119 
(b) and (e); Regulations 111, 
29.119-10: De Nederlandsche Bank 
Royal Insurance Company, CCH Dec. 10,474, 
38 BTA Fajardo Sugar Company of 
Porto Rico, CCH Dec. 6360, 20 BTA 980.) 
Deductions may not be 
to United States 


they cannot be identified as attributable to 


allocation can be made. 
section 


above - 


955; 
allocated entirely 
income merely because 
income. (Commissioner v. Interna 
tional Standard Electric Corporation, 44-2 
ustc J 9442, 144 F. (2d) 487 (CCA-2), 
CCH Dec. 13,209, 1 TC 1153, cert. den. 323 
U. S. 803: South Porto Rico Sugar Company, 
CCH Dec. 13,496, 2 TC 738.) 


loreign 


United States taxes for doing business in 


the United States are allocable entirely to 
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{ nited 
iniernational 


States income (Commitssii 


Standard Electrix 
Interest upon a debt 
finance an investment in 
tions is allocated to 
though the debt 
States assets 


mer Vv 
Corporation, 
above.) incurred to 
foreign corpora 


foreign income, even 
United 
(Commercial Union Assurance 
Company, Ltd. v. Commissioner, 44-2 ustc 
" 9449, 144 F. (2d) 994 (CCA-2).) A worth 
stock loss is allocated to foreign in- 
come if the stock that of a 
corporation. (Commissioner 2 
Corporation, 43-1 ustc § 9369, 
564 (CCA-6).) Losses on 


actions in the 


is collectible from 


was foreign 
Ferro-Enamel 
134 F. (2d) 
hedging trans- 
United States, to the extent 
that they compensate for foreign operating 
losses, are allocable to foreign income, be- 
cause gains on such hedging transactions 
would not be United States taxable income. 
(G. C. M. 18,383, 1937-2 CB 244.) If a for- 
eign tax is specifically allocable to tax 
exempt United States income, such tax may 
not be allocated to United States 
(Waldorf ae tees eee 
195; . T. 1415, I-2 CB 195.) 
If deductions cannot be 
cated to United income, 
they must be “ratably apportioned” (Code 
Section 119 (Lb), (e)) on the basis of United 
states gross income to total gross income. 
111, Section 29.119-10; Texas 
Land & Mortgage Company, Ltd., CCH Dec. 
30 BTA 861. See, 
International 


income. 
Astor, above 1-2 CB 


compare J 


specifically allo- 


States or foreign 


(Regulations 
589, also, Commtsstoner 
Standard Electric Corpora- 
Commercial Assurance 

mpany, Ltd. v. Commtssioner, above; Lon- 
on & Lancashire Insurance Company, CCH 
Dec. 9293, 34 BTA 295; Royal Insurance 
Company, above; Union Assurance Society, 
Lid. v. U. S., 44-1 ustc J 9154, 48 F. Supp. 
665 (Ct. Cls.); Palatine Insurance 
pany, CCH Dec. 14,187, 4 TC 239 
[. T. 3833, 1947-1 CB 70; 
3983, VII-1 CB 171.) 
concerns the apportionment of a foreign tax 
f part of that tax is upon United 
income exempt from United States 
Deductions, incurred in a foreign 
country, may be apportioned if they relate 
to both United States and foreign income. 
Third Scottish 


m, above: Union 


Com- 
j (acq.); 
compare G. C. M 
(This group of cases 


States 
taxa- 
tion.) 


American Trust Company, 
Ltd. v. U. S., 41-1 uste J 9284, 37 F. Supp. 
79° (Ct. Cis.); G. C. M. 7592. IX-} CB 
213.) A foreign tax upon income of a for- 
eign corporation’s United States subsidiaries 
was allocated to United States income to the 
extent that such income was distributed as 
a taxable dividend within the taxable year. 
(Commercial Union Assurance Company, Ltd. 
vv. Commissioner, above. 


806 


Other apportionment 


October, 


19353 © 


Casualty and theft losses allowable 
under Code Section 23 (e) (3) are 
deductible if the loss is of 

property within the United States. 


rulings may be found in G. C. M. 6601, 
VIII-2 CB 322 (ship depreciation); I. T. 
2792, XI 11-1 CB 8&5 (buying-depot expenses ).) 

As in the case of United States citizens, 
no deduction for 
lowed to a 
business is in the 


meals and lodging is al- 
nonresident alien 
United States, merely 
maintains his home in a foreign 
(Carranza, CCH Dec. 16,556, 11 
See, also, G. C. M. 4956, VII-2 CB 
But if a taxpayer performs personal 
services for a 


whose only 
because he 
country. 
TC 224. 
128.) 
short period in the 
States and has his home 


United 
and principal oc 
cupation in a foreign country, he 
duct his traveling 
the United 


expenses, 


may de- 


expenses to and from 


States as well as his traveling 
within the 


M. 26013, 1949-2 CB 76.) 


meals and lodging 


United States. (G. ¢ 


Losses not connected with taxpayer’s 
business are allowable (whether or not con 
nected with income from sources within the 
United States) if 


entered 


incurred ir 
proht 
bec n 


transactions 
pront 
had the 
(Code Sec- 


into fot and if such 
taxable 
transaction resulted in a profit 


tion 213 (b) (1).) 


would have 


he Tre 


Casualty and theft losses allowable under 


Code Section 23 (e) (3) are deductible if the 


loss is of property within the United States 
(Code Section 213 (b) (2).) 


A charitable-contribution deduction is al- 


lowed whether or not it is connected witl 


income from 


sources within the United 


States but only as to contributions made to 
domestic corporations, to community chests, or 
to funds or foundations created in the United 


States or to the 
fund. 


vocational 
(Code Section 213 (c).) 


rehabilitation 


The optional standard deduction is not 
available. (Code Section 213 (d).) 

Credit is allowed for partially exempt in- 
terest. Code Section 211 (b); 
Regulations 111, Section 29.211-7 (c).) 


(Compare 


Foreign Tax Credit.—There is no foreign 
tax credit. (Code Section 216. Reference 
should be made, however, to particular in 
come tax treaties.) 


Returns.—The return form is Form 1040B 


(Regulations 111, Section 29.217-2 (b).) 
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Apparently the filed irres- 
pective of the amount of gross income from 
United States sources. (Compare Regula- 
tions 111, Section 29.217-2 (b).) 

The return for the 
be filed on 


return must be 


calendar vear must 
June 15 or, in the case of a fiscal 
on the fifteenth day of the sixth month 
(Code 
Payment of tax must 
full at the same time. (Code Sec 
tion 218; Regulations 111, Section 29.218-1. 
1950 amended Code 
eliminate the privi 
payment in iarterly installments. 
(See Regulations 111, ym 29.56-1.) 


year, 


» 


ollowing the close of such year. 
7 


tion {a).) 


be made in 


The Revenue Act of 
Section 56 (b) so as 


ege ol 


It the alien has no legal residence ot 


lace of business, his return is to be made 


the director at Baltimore, Maryland 


Code Section 53 (b) (1) 


\ return must be filed to obtain the bene- 


exemptions, deductions and credits 
Section 215; Regulations 111, Section 
29. 215-1 (b) ; Regulations 111, Section 29.217-1; 
Blenheim Company, Ltd. v. ( 
42-1 uste § 9310, 125 F. (2d) 906 (CCA-4); 
Roerich, CCH Dec. 10,425, 38 BTA 567 
(1938): Land, CCH Dec. 12,084, 45 BTA 
256 (1941); Gladstone Company, Ltd., CCH 
Dec. 9610, 35 BTA 764 (1937): A. G. Fides, 
CCH Dec. 12,578, 47 BTA 280 (1942); 
Anglo Direct Tea Trading Com 
CCH Dec. 10,446, 38 BTA 711 


1938) (nonacq.); Ardbern Company v. Com 


Code 


ommisstoner, 


American 
bany, Ltd., 
ner, above: Taylor Securities, Inc., CCH 


Dec. 10835, 40 BTA 696 (1939) 


int return may be 
income privilege 


ode Section 51 


} | 
may Lot tiled 
, 1 
nonresident alien 


7 1949. ) 


Special 
However, a 
citizen may, under Code Sec 
(1) (A), claim 
return tor a spouse 
resident ali n 


uary 7, 1949.) 


exemption on 
who is a 
Fe b 


mcome 


(Special Ruling, 
»ome 


extended by 


1951 to an 


benefits of 
splitting were the Revenue Act 
unmarried individual who 
a household,” tor 
table 
12 ae: 
specifically provided, howeves’, that no tax 


payer! shall be 


qualifes as the “head of 


which case a special reduced 


(¢ ode 


surtax 


is provided Section 


considered a head of a house- 
hold “if at any time during the taxable vear 
a nonresident (Code 


12 (c) (5).) 


alien.” Section 


\ nonresident alien who is a resident of 


Canada or Mexico and who enters 


and 
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leaves the United States at frequent in- 
generally subject to the wage 

requirements and to all the 
you go” features of the Current 
Tax Payment Act of 1943. (Code Sections 
56 (b), 58 (a), 1621 (a).) A nonresident 
alien whose wages are subject to “pay as 
vou go” withholding under Code 
1622 is required to file a declaration of 
estimated tax and a return and to 
pay his tax at the same time as citizens. 
(Regulations 111, Sections 29.217-1, 29.218-1.) 
No return is required of such nonresident 
income from United States 


consists oft 


tervals is 
withholding 
“pay as 


Section 


final 


alien if the sole 


sources compensation tor per- 
does not exceed $600. 


Section 29.217-2 (b).) 


Apparently a foreign partnership engaged 
in United States business must file partner- 


sonal services and 


(Regulations 111, 


ship-return Form 1065 with respect to its 
income from United States (See 
I. T. 1913, III-1 CB 234.) 

“The responsible 
within the United 
alien 


sources. 


representative or agent 
nonresident 


time 


states of a 
individual who, at any within 
the taxable year, was engaged in trade or 
United States, shall 


behalf of his alien 


business within the 


make in nonresident 
principal, a return of, 
on, all from 
United States coming 


and shall pay the tax 


income sources within the 


within his control as 
The 
will determine how completely 
he agent is substituted 
lor tax purposes ( See 


Any 


dends on 


representative or agent agency ap- 


pointment 
t for the principal 
Code Section 29.51-2.) 
collects 
ce posited 


person who interest or divi- 


securities of such a 


nonresident alien, executes ownership cet 


tificates in connection therewith and sells 


such securities under special instructions 


shall not be deemed merely by reason of 
such acts to be the responsible representa- 
tive of } nonresident alien.” 
Section 29.217-2 (b); 1. 17 
169; G. C. M. 11000, XI-2 
ompare QO. D. 586, 3 CB 284, 


( 
r. 1913, I11-1 CB 234.) 


agent or the 
(Regulations 111, 
2987, X V-2 CB 

CB 298 


with I 


Any citizen, resident-fiduciary of an 


tate or trust any 


which 
United 
is required to make a fidu 
1041 for the estate 


or trust, irrespective ot the amount of gross 


beneficiary of 


is nonresident alien engaged in 
States business, 
clary return on Form 
or net income of the estate or trust (Regu 
lations 111, 29.142-1 (c) (2).) If 


income of trust is dis 


Section 


any such estate or 


tributable to any such nonresident alien, 


such fiduciary is also required to make a 
1040B for each 


resident alien and pay the tax shown there- 


807 


return on Form such non 





on If the beneficiary appoints a person 
in the United States to act as his agent 
for the purpose of making such beneficiary's 
returns, the fiduciary is relieved from the 
necessity of filing Form 1040B and of pay 
ing the tax. In such casé, the fiduciary, 
should attach a copy of the notice of ap 
pointment on the fiduciary return, Form 
1041 egulations 111, Section 29.142-5 (a); 
©) 58, 1 CB 190; O. D. 292, 1 CB 190; 
QO, D. 572, 3 CB 229; I. T. 1426, I-2 CB 179 
For the definition of “fiduciary” and the 
distinction between “fiduciary” and “agent,” 
see Regulations 111, Section 29.3797-9 and 10.) 

It should be remembered that “An alien, 
by reason of his alienage, is presumed to 
be a nonresident alien” and that “Such pre 
sumption may be overcome . by (a) 
proot that the alien has filed a declaration 
~ his intention to become a citizen of the 
United States under the naturalization laws, 
(b) proof that the alien has filed Form 1078 
[certificate of residence] or its equivalent, 
or (c) proot of acts and statements of the 
alien showing a definite intention to acquire 
residence in the United States or showing 
that his stay in the United States has been 
of such an extended nature as to constitute 
(Italics supplied.) Where 


the alien seeks to overcome the presump 


him a resident.” 


tion of nonresidence by proof under (c) 
above, it may be advisable to “require an 
affidavit or affidavits setting forth the facts 
relied upon, executed by some credible pe 
son or persons, other than the alien and 
members of his family, who have known 
the alien at least six months prior to 
date of execution of the affidavit 
davits.” (See Regulations 111, 
29.211-4.) 

It would seem that any responsible rep 
resentative or agent within the United 
States (of an alien) who would be unde 
the duty to make a return on behalf of a 
nonresident alien, or any fiduciary of an 
estate or trust, should assume that an alien 
is a nonresident unless furnished with proot 
of the kind above specified. (But compare 
discussion under “Withholding of Tax from 
Nonresident Aliens,”” below ) 


Nonresident Aliens Not Engaged in 
Business Within United States 


Only specified kinds of the classes of gross 
income from “sources within the United 
States” are taxable. Such classes are of the 
generic type described as “fixed or deter 
minable annual or periodical.” (Code Sec 
tion 211(a)(1)(A); Regulations 111, Sections 
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29.143-2, 29.211-7(a), 29.211-7(b But 


discussion below on taxation of capital gai 


of those physically present in the United 
States.) 


the taxation of nonresident aliens engaged 
in business in the United States and those 


Thus the main difference between 


not so engaged is that those not so engage 

are taxable only on so-called “fired or de 
terminable annual or periodical” income 
Neither category of nonresident aliens is 
taxable on income from sources without 
the United States (Regulations 111, Sec 

tion 29,143-3. Reference should be made t 


particular income tax treaties.) 


Taxable Income.—Only specific kind 
gross income from “sources within the United 
States” are taxable As to what is gross 
income from sources within the United 
States, see the discussion above under 
“Nonresident Aliens Engaged in Business 


Within United States.” 


The specified kinds are “interest (ex 
cept interest on deposits with persons cat 
rying on the banking business), dividends, 
rents, salaries, wages, premiums, annuities, 
compensations, remunerations, emoluments, 
or other fixed or determinable annual o1 
periodical gains, profits, and income.” (Code 
Section 211(a)(1)(A); Regulations 111, 
Sections 29.143-2, 29.211-7(a), 29.211-7(b), 
29.212-1(a) 

Capital gains from sources within the 
United States are taxable as hereinafter 
explained in the case of nonresident aliens, 
physically present in the United States 
(See Regulations 111, Section 29.212-1(a).) 


“Fixed or determinable annual 
odical” is broadly interpreted, possibly 
cover any income other than gain trom 
sale or exchange of real or personal p! 
erty 

All kinds of income included 11 
four classes of income from sources 
the United States specified in Code Section 


119(a) are considered to be taxable 


Interest is held to be “fixed or deter 
minable annual or periodical” even where 
the amount thereot is not of recurrent chat 
acter or is payable in one lump sum. (Lang 
above, (interest on a judgment); I. T. 3889, 
1948-1 CB 78 and Special Ruling, August 
7, 1952 (increment on United States Treasury 
Bills issued at a discount). But compare L. O 
1024, 2 CB 189; I. T. 1398, I-2 CB 149; 
O.. D:. 54,2 CB 10S; 1... T., 2330,: V-1 CB 
76: Special Ruling, March 12, 1952, and 
Special Ruling, August 7, 1952 (dealings 


with gain realized from bankers’ accept- 
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Interest on United States obligations 
issued prior to March 1, 1941, 

is wholly exempt from income tax while 
“beneficially owned”’ by 

nonresident aliens not engaged in 
business in the United States. 


ances and commercial paper purchased at a 
unt).) 

Code 
xempts 


disc 
Section 211(a)(1)(A) 
“interest on deposits with persons 
arrying on the 


specifically 
(Com 
This 


interest on 


business.” 
119(a)(1)(A).) 
apply to 


banking 
are Code section 
xemption does not 
valances 
8 Py 


Sugar (¢ 


held by an import-export 
1311, I-1 CB 224; compare 
ompany of Porto Rico, above.) Es- 
rulings teach that the 
deposit must definitely be with a bank but 
that it need not 


hrm. 
Fajardo 
tate tax 


cases and 


necessarily be in the form 
ot a regular commercial or 
(See, for example, 
i?’ 55." Seer F 
BTA 76 (acq.); 
{ 10,044, 
Todd v. U. S., 
€€5¢; ‘lnc 19at): 
1940-2 CB 288.) 


Savings account 
Gade, CCH Dee. 16,326, 
CCH Dec. 12,551, 47 
Rosenblum Anglim, 43-1 
135 F, (2d) 512 (CCA-9); 
2 ustc § 677, 46 F. (2d) 589 
compare G C. M. 22419, 


orni, 


USsT¢C 


In income tax situations, it has been ruled 
that trust 


trustee trom the 


derived by a resident 
trust’s United States bank 
distributed to the nonresi 
dent alien beneficiary, is not exempt in his 
hands, 


+} 


nis exemption 


income 
when 


cle posits, 


apparently because 1 
should be 


is deemed that 
imited to 
deposits are made by the alien or 


l cases 
vhere the 
his account in the sense of being subject 
his disposition Vondermuhil v. Helver 
¢ 9070, 75 F. (2d) 656 (CCA 
PSs, On M. 9156, X-1 CB 166 
| l eState tax 
state of Fredericka Loew 
18,441, 17 TC 60 (Acq.); 
Trust Company v. Ped 
{ 10,622, 168 F. (2d) 618 
den. 335 U. S. 898.) The 


based on 


ing, 35-1 USTC 
of D. ¢ 


Compare the 


coq 
rollowing cases to 


the same effect | 
enstein, CCH Dec 
City Bank Farmer 
rick, 48-1 uSsTé 
CCA-2) 


a LI] 
mdermuhi! 


cert 
above, is 
that the 
emption relates only to interest on deposits, 
made by or for the 


de« 1s10On, 


the express theory 


statutory ex- 


account of the alien (and 
not deposits made and legally owned by a 


trustee under a trust of which the alien is 


income beneficiary), and is, therefore, not 


regarded as contradicting to any extent the 


general principle that a “distributable trust 


is a mere conduit through which 


income passes to the beneficiary” and that 
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the distributed income retains its character 
and source for such purposes as determin- 
ing whether it is exempt or subject to 
special’ taxation as capital gain, ete. (See 
Bence v. U. S., above and G. C. M. 11221, 
above.) Of indicated by the 
l’ondermuhil case, above, the conduit theory 


course. as 
does not mean that the trust is totally dis- 
regarded for all purposes. (Compare Wttt- 
schen, CCH Dee. 14,529, 5 TC 10 (holding 
that a nonresident alien not engaged in 
United States business is taxable only on 
the distributable income despite the fact 
that the trust took deductions not available 
to such nonresident alien).) Where the 
may be that 
should not be taxed on income 
derived from interest on bank deposits, on 


trust is revocable, it argued 


the grantor 


the theory that the grantor should be taxed 
as if the trust had not been created, 
pare I. T. 3207, 1938-2 CB 181.) 


(Com- 


Interest on 
sued prior to 
empt 
owned” by 


United States obligations is- 
March 1, 1941, is wholly ex- 
income tax while “beneficially 
aliens not engaged 
in business in the United States. (Regula- 
tions 111, Section 29.22(b) 4-6; I. T. 2815, 
XITI-2 CB 78; I. T. 3262, 1939-1 CB 96.) 
“When the trust is taxable to 
beneficiaries, as in the trust the 
distributed to the 


Cac h 


trom 
nonresident 


mcome ota 
case oft a 
income of which is to be 
currently, beneficiary is 
entitled to exemption as if he 


beneficiaries 
owned di- 
rectly a proportionate part of the Treasury 
bonds held in trust.” (Regulations 111, 
Section 29.22(b) 4-5.) Although the legal 
ownership of the obligation is in a resident 
trustee, the obligations are regarded as 
owned” by the 


ficiary for the 


“beneficially 


income bene- 


purpose of determining 


whether the income thereof ts exempt in 


Estate of 


an eState tax 


the beneficiary’s hands. (See 


Fredericka 


cited above.) 


Loewenstein, 
The 
and conceded that interest on United States 
March 1, 1941, 


income tax even 


Case 


Bureau has gone further 


obligations, issued prior to 


is wholly exempt from 


when trust undet 
which the income is accumulated for a non- 
resident 
United 
holder of 


owned by a resident 


alien’ beneficiary not engaged in 
“that the 
to the bonds is a resi 
alter the 


emption granted by the 


States business, stating, 


legal title 


dent trustee can not express ex 


Bond Act, 
for the equitable and beneficial 
ownership of such bonds is in nonresident 


| ibe rty 
aS ame nded, 


aliens not business in the 


engaged in 
United States, and this is true regardless of 
whether the 


interest is distributed to them 


or is accumulated for their benefit.” (G. C 
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M. 11221, XI-2 CB 123. Compare Regula- 
tions 111, Section 22(b)(4)-5.) 


Dividends of the usual species are taxable, 
as are dividends which are less “periodical.” 
\ distribution in redemption of stock is 
taxable if it has the effect of a taxable divi- 
dend. (De Nobili Cigar Company, above 
But compare I. T. 3781, 1946-1 CB 119.) 
Amounts received as a distribution in partial 
or complete liquidation of a 
should not be taxable 
Commusstoner, above, 
29.143-1 As for 
tions, see G. C. M 
Special Rulings of 
April 21, 1949.) 


distributed by 


corporation 
(Compare Hay v. 
Regulations 111, Sec 
stock right distribu 
25063, 1947-1 CB 45; 
1948 


dividends 


tion 
January 15, and 
Capital 
a regulated investment com- 
pany under Code Section 362(b)(7) are not 
taxable to nonresident 
in United States 
1946-1 CB 120.) 


gain 


aliens not 
business ¢ Ae 


engaged 


3805, 


Compensation is very 
the express 
(a)(1)(A). 
(Regulations 


broadly covered by 
Code Section 211 
Commissions are included. 
111, 29.143-2.) 
missions on account of a single transaction 
may, perhaps, not be included. (O. D, 907, 
4 CB 232. See also G. C. M. 21575, 1939-2 
M. 975, 1 CB 184 (bet 


CB 172 (prizes); S 
\mounts 


traveling expenses o1 


language of 


Section Com 


ting winnings).) paid to cover 
to reimburse the tax 
payer theretor may, 
cluded i ae eee 


( 
T. D. 2135, January 


perhaps, not be in 
November 24, 1914; 
23, 1915.) 


Rentals and royalties 
any 


Royalties in almost 
form, including 

(Wodehouse, above; Rohmer, 
Vishourne Pictures, Ltd., 50-1 
90 F. Supp. 978 (DCN. Y.), aff'd 51-1 ust 
7 9347, 189 F. (2d) 774 (CA-2); Eterpen 
Financiera Sociedad de Responsabilidad Lim 
itada v. U. S., 52-2 ustc § 9522, 108 F. Supp 
100 (Ct. Cls.): 111, 
29.211-7(a) has, in 
held 


able in any 


a lump sum, are tax- 


able. ibove ; 


ustc {| 9348, 


Regulations 
29.143-2.) It 
that a 


pections 
and tact, 


been nonresident alien is tax 


case where payment for his 
patent is geared to his assignee’s recurrent 
sales or profits, even though a similar dis- 
position by a resident would be regarded 
as a sale of patent rights and the payments 
to him would therefore be taxable merely 
as capital gains. (Bloch v. U. S., 52-2 uste 
¢ 9551, 200 F. (2d) 63 (CA-2), cert. den. 
But compare Commissioner v. Celanese Cor- 
poration of America, 44-1 ustc § 9147, 140 F. 
(2d) 339 (CA of D. C.); Kimble Glass Com- 
pany, CCH Dec. 15,963, 9 TC 183; General 
Aniline & Film Corporation v. Commissioner, 
44-1. ustc § 9134, 139 F. (2d) 759 (CCA-2); 
G. C. M. 21575, 1939-2 CB 172 (all discuss- 
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Capital gain dividends distributed 
by a regulated investment company 
under Code Section 362 (b) (7) 
are not taxable to 

nonresident aliens not engaged in 
United States business. 


ing situations involving a sale of a patent as 
distinguished from a license) For a more 
complete discussion see Arthur Weissbarth, 
“The Investor’s Tax Burden,” 
Taxes—The Tax Magazine, September, 1952, 
page 713.) 


Foreign 


Income from the production and sale of 
oil is taxable. (Bowlen, CCH Dec. 14,283, 
4 TC 486.) 

Additions to rent, such as taxes, interest 
and insurance premiums, are taxable 
ulations 111, Section 29.143-2.) 


Other kinds of 
comprised 


income, whether or not 


under the above four classes, 


are taxable to nonresident 
United States business. 


R. Gallatin Welch Trust, above.) 


aliens not en 
gaged in Albert 

Annuity payments are 
ferred to in Code 
are taxable. it BY 
XV-2 CB 166. As 


butions 


specifically re¢ 
Section 211(a)(1)(A) and 
2183, above; I. 7 
to taxability of 
stock pension, 
and annuity plans, see IR 
Mimeograph No. 71, Aud. No. 22, Decem- 
ber 1, 1952; Special Ruling, April 8, 1953.) 

Increment on United States 
Bills issued at a discount is taxable> (1. 7 
3889, 1948-1 CB 78.) 


2996, 
distri 
pursuant to 
profit-sharing 


bonus, 


Treasury 


Distributed or distributable trust income 


] 


of a resident trust is taxable to the nor 
beneficiary 


y, if the income of 
the trust was of such character that it would 


resident alien 
have been taxable in the nonresident alien’s 


hands, had he received it and not 


directly 
through the conduit of the trust 


111, 


above.) 


(Regula- 


tions 29.143-2; I. T. 3020, 


Section 


Periodic 
ments of 


payments and lump-sum pay- 


arrearages thereof which a di- 


vorced wife receives subsequent to the 


decree in discharge of the legal obligation, 


imposed on the citizen ex-husband by such 
decree because of the marital relationship 


(alimony), are taxable. 
Welch Trust, above.) 


(Albert R. Gallatin 
Gains from the sale or exchange of real or 


personal property in the United States for- 
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never taxable to a nonresident 
United States business 
ut, of course, he would be engaged in United 
business if his sales in the United 
than occasional and outside 
Code 211(b) re- 


1g to sales of securities and commodities 


were 


? y 
alien not engaged in 
States 
States are more 


ie exception in Section 


n commodities exchanges, Nubar, above). 
Distributed or distributable capital 
trust were in no case taxable 
such nonresident alien beneficiary. (I. 


I, 3495, 1941-2 CB 195.) 


gains 
a resident 


Effective for taxable years beginning on 


after January 1, 1950, Code Section 211 
1)(1)(B), as amended by the Revenue Act 
1950, imposes a tax on the net amount 
capital gains derived from United States 
urces by a individual 


States business, but 


nonresident alien 


engaged in United 


; ; 
nporariy present here 


he effect of such amendment, for pur- 


of taxing capital gains, is to sub- 


alien individuals not 


tates 


ide nonresident 
United 

categories (1) 
in the United 
» during the 


ied in into three 


business 
have not 
States at 
year, (2) those who 


therein for 


} l 
those who 


present any 


taxable 


been present a period o1 


ods regating less than 90 days dur- 


aI 


the taxable year, and (3) who 


a period or 


those 


been present therein for 


ds, aggregating 90 days or 


more, dur- 


111, 


] 
i 
the taxable 
tion 29.211-7(a)(2) and (b).) 


year (Regulations 


nonresident alien coming 


(1) is not affected by the 


within cate- 
amendment. 
United 
es or exchanges of capital assets are not 

to United 


United 


gains derived in the states on 


states tax Losses allo 


States sources from such 


exci 


anges are disallowed as de 


tions 


\ nonresident alien coming within cate 


ry (2) is taxable on the excess of his 


apital gains over his capital losses, derived 


1 
om United States sources from sales or 


exchanges of capital assets, effected during 
presence within the United 


} 
iosses on 


States. Gains 
effected during 
the taxable year at times other than during 

I taken 
consideration at all. (Regulations 111, 
Section 29.211-7(a)(2) and (b).) 


transactions 


presence in the States are not 


nt 


\ nonresident alien coming within cate- 


ry (3) is taxable on the excess of his 
‘ ipital gains over his capital losses derived 
rom United States from sales or 
exchanges of capital assets effected at any 


time during the taxable year, even though he 


sources 
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was not present in the United States at the 
time such sales or exchanges were effected. 
(Regulations 111, Section 29.211-7(a)(2) 
and (b).) 

“In computing the total period of pres- 
ence in the United States for a taxable year 
all separate periods during the taxable year 
are to be aggregated. Mere physical pres- 
ence in the United States at any time 
during the taxable year is the test for deter- 
mining whether to apply the provisions of 
this amendment.” (House Report and 
Senate Report on H. R. 8920, Eighty-first 
Congress, Second Session. 
111, Section 29.211-7(a)(2).) 


See Regulations 


In arriving at the net amount of capital 
gains upon which tax is imposed, gains and 
losses are computed without regard to the 
percentage under Code 
117 (b) and losses are determined without 
the benefit of the capital 
under Code Section 117(e) 
211(a)(1)(B); Regulations 
29.211-7(a)(2).) 


is made 


provisions Section 


loss carry 
(Code 
111, 
Thus, no distinction 
long-term capital gains 
and short-term capital gains, and an excess 
of capital losses over capital gains (whether 
or not exceeding $1,000) is not deductible 


over 
Sec 
tion Sec- 
tion 


between 


in any Way. 


The rate of tax 
amount of 


imposed on the net 


capital gains is 30 per cent, 
as that applied on 
United States 
aliens not engaged 
business. As the 


committee 


which is the 
the other 
sources of 
in United 
and Senate 


Same rate 


income from 
nonresident 
States House 
point out, 
this rate is somewhat higher than the maxi- 
mum rate now applied to long-term capital 
gains but well 1e rates frequently 


applicable to short-term capital gains 


reports 


below t 


As hereinafter 


pointed out under Rates, 
under 


Code Section 211(a)(2), the 30 per 
cent rate, imposed by Code Section 211(a) 
(1) on gross income, has been inapplicable, 


when the fixed or 


amount of 
annual or periodical income 
Code Section 211(a) 
(1) exceeds $15,400 and, in such event, the 
taxpayer has been subject, under Code Sec 
tion 211(c), to the regular normal and sur 
tax rates imposed by Code Sections 11 and 
12. The Revenue Act of 1950 rewrote Code 
Sections 211(a)(2) 21l(c) to 
rate into 


aggregate 
determinable 


subject to tax under 


and 
taking account the net 
amount of capital gains in the determina- 
tion of the $15,400. 
(Regulations 111, 29.211-7(a) 
(b).) The Revenue Act of 1950 
amended Code 21l(c) so as to 


provide that, when such aggregate amount 


811 


incorpo 
rules for 
aggregate amount of 
Section and 


also 


Section 





exceeds $15,400, the taxpayer is entitled to 
use (as an alternative to the 
and Code 
and 12) the tax imposed by 
117(c) In such case, the 
Code Section 117 are fully 
cept for the capital loss carry-over 
sion under Code Section 117(e) 
111, Section 29.211-7(b).) 


normal tax 
Sections 11 
Code Section 


provisions ot 


surtax imposed by 


applicable, ex 
provi 
( Regulations 


Code Section 211(c) was further amended 
so as to provide that, in no case, 
tax be 


should the 
cent of the total 
determinable annual ot 
periodical income specified in Code 


less 


than 30 per 


amount of fixed or 


Section 
211(a)(1)(A) plus the net amount of cap 
ital gains without 
117(b) and (e), 
Section 2ll(a)(1)(B). 
Section 29.211-7(b).) 

Note that Section 214 of the 


Act of 1950 provides that no amendment, 
made by 


determined 
Code Sections 


regard to 


as prov ided 
in Code 


tions 111, 


(Regula 


Revenue 
such act, shall apply in any case 
where its application would be contrary to 
any treaty obligation of the 
The fact that 
the section of the 


United States 
directly follows 
Revenue Act of 1950, 
Section 211 and the discus 
sion in both the House 
tee reports 


this section 


amending Code 


and Senate commit 
that one of the 
Section 214 of the 
Was to 


clearly 
purposes ol! 
1950 
treaty 
states 


shows 
principal 
Revenue Act of preserve in 
tact existing 


United 


excluding 
capital gains 
of nonresident aliens not engaged in United 
States business and 


provisions 


Irom taxation 


or not having a perma 


nent establishment here. (See Regulations 
111, Section 29.211-7(a)(2); see, also, Spe- 
cial Ruling, January 11, 1951 


residents).) 


It should be 


any event, 


(Canadian 


note d, 
neithes 


moreover, that, in 
nonresident aliens not 
engaged in United States business nor non 
resident aliens so engaged are taxable on 
the purchase of prop 
erty within and its sale without the United 
States. (Code Section 119(e).) 
of sale is determinative; 


outside the 


gains derived 


trom 


The ] lace 
if the sale be made 
United States, the capital gain 
is not taxable despite the nonresident alien’s 
presence here for less than 90 days, or 90 


days or more, and despite the fact that he 


may be engaged in United States business 
Thus, such nonresident aliens may still es 
cape United States capital gains taxation by 
thei purchased in the 
States to be delivered 


then selling them in the 


causing 
United 


securities 
abroad and 
foreign country 
Items, exempt by 
United States 


Statute, 
Constitution, 


treaty, o1 the 
although 
from sources within the United States and 
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fixed or determinable annual or periodical, 
not taxable (Code Sections 22(b), 112, 116, 
212(b). Compare Chapman, above.) Thus, 
interest upon obligations of a state or cil 
in the United States is exempt. (Code 5S 


tion 22(b)(4); Waldorf Astor, above.) 


Rates.—-There is ; t rate of tax oft 
per cent of such gross income (including 
therein net taxable capital gains). (Code 
Section 211(a)(1)(A); Regulations 
Sections 29.211-7 and 29.213-1(a)(1) Se 
however, particular income tax treaties 
Code Section 22(b)(7).) 

Where the 
of the 
per annum, the minimum tax of 30 


117 


United States 


kinds subject to tax exceeds $15,A( 


gross incor! 


per cel t 
of such income is imposed. It is require 


} 


however, that there be computed an alte 


native tax on such norma 


income at the 
and surtax rates applicable to citizens unde 
Code Sections 11 and 12 (subject to t 

option of using instead the computatio1 
under Code Section 117 c)). For suc! 
purpose, there are deductions and a perso! 
exemption. The tax payable is the highe 
result of the two alternatives. (Code Se 
tions 2ll(a) (2), 211(c) and 214; Regula 
tions 111, Sections 29.211-7(b) and 29.213-] 
(a)(2).) There are income tax treaties g 

erning the subject of 
(See 


with vari 


rates l 
211 and the 


countries Code Section 


treaties.) 


Exemptions.—No exemptions are allowed 
for the flat-rate (Rohme 
above.) For the mnputati 
the only 


computation 
alternative cé 
exemption allowed is_ the 
personal exemption of $600, except to 
dians and Mexicans, as in the cz of not 
aliens engaged in business in t 
United States. (Code Section 21l(c); Re 
ulations 111, Section 29.211-7(b); Code S« 
tion 214; 


(a)(2).) 


resident 


111, Section 29.214 


Regulations 


Credits for Dependents. 


(Sec 


‘| nere are 
credits for dependents Exemptions, 


abov ©.) 


Deductions.—No deductions are < wed 
for the flat-rate (Rohme 


above. But see above concert 


computation 
discussion 
and _ losses.) For 


ing capital gains 


alternative computation, deductions are 

lowed for charitable contributions to Unite 
States 
to the 


and for 


organizations and for other 


items, 


extent allocable to taxable 
Credit is 


for partially exempt interest. The 


income, 


losses 


certain 


allowed 


optro1 
(Cx de 


sects 


standard deduction is not available 


211(c); 111, 
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29.211-7(b); Code Section 213; Regulations 
11, Section 29.213-1(a)(2); Rohmer, above.) 


Foreign Tax Credit.—No 


credit is allowed. 


foreign tax 
(Code Section 216. Ref- 
erence should be made to particular income 
tax treaties.) 
Returns. — The 
1O4ONB (01 


L£Toss imcome Is 


return form is Form 
1040NB-a if taxable 
more than $15,400) No 
return on Form 1040NB is required where 
the tax liability is fully satished at the 
(Code Section 217(b); Regulations 
111, Section 29.217-2(a).) Withheld tax must 
be included as part of taxable income. 
(Code Section 143(d); Regulations 111, Sec 
on 29.143-9.) 


urns and payment of tax as to nonresident 


Form 


Source 


Other requirements for re 


aliens engaged in business within the United 


states are applicable to those not so en- 


noted that there is 
no $600 personal exemption where the 30 
per cent flat rate of tax is 
Regulations 111, Section 29.217-1; Code 
Section 218; Regulations 111, Section 29.218 
\ return must be filed to obtain the 
benefit of exemptions, deductions and credits 
(Code Section 215; 111, Sec 
29.215-1(a)(2); compare Blenheim Com- 

Ltd. v. Commissioner, above. ) 
‘As to the 


azent of 


caged, but it should be 


applicable 


Regulations 


duty of the representative or 


such alien [nonresident alien not 
ngaged in United States business deriving 
more than $15,400 of such gross income] 

file the return and pay the tax, see sub- 
section (b) of this section, which is hereby 
made equally applicable in the 


alien 


case ot a 
nresident coming within the provi- 
sions of this paragraph.” (Regulations 11], 
Section 29.217-2(a)(2). See heading “Non 
Aliens Engaged in Business Within 
States,” item dealing with Returns, 


further details and citations.) 


resident 
United 


It is to be remembered 


resident 


that any citizen 
fiduciary of an 


anv beneficiary of 


estate or trust, 


which is a nonresident 


alien, is required to make a fiduciary re 
1041 for the estate or trust, 


irrespective of the amount of gross or net 


irn on Form 
income of the trust. 
111, Section 29.142-1(c)(2).) 


ot such 


estate or (Regulations 
If any income 
is distributable to a 


nonresident alien, having 


estate or trust 
taxable gross in 
come of more than $15,400, such fiduciary 
is also required to make a return on Form 
1040N B-a for 


regardless of the 


alien, 
withheld 
If any income of such estate 


each such nonresident 
amount of tax 
at the source 
distributable to a 


or trust is nonresident 


alien having taxable gross income of $15,400 
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or less, such fiduciary is required to make 
a return on Form 1040NB (in lieu of Form 
1040N B-a) except where the entire amount 
of the tax on the income payable to such 
beneficiary has been withheld at the source. 
If any nonresident alien beneficiary ap- 
points a person in the United States to act 
as his agent for the purpose of making such 
beneficiary’s returns, the fiduciary is relieved 
from the necessity of filing a return on 
1O40NB or 1040NB-a on behalf of 


beneficiary and of paying the tax. 


such 
In such 
case, the fiduciary should attach a copy of 
the notice of appointment to the fiduciary 
return, Form 1041. Note, that the 
fiduciary, as withholding agent, must also 
file withholding Form 1042. 
111, Section 29.142-5(b) 

“Nonresident Aliens Engaged in 
Within United States,” item 
Returns for further citations.) 


also, 


(Regulations 
See heading 
Business 
dealing with 

Since an alien is presumed to be a non 
resident, any responsible representative or 
agent who would be under a duty to make 
a return on behalf of a nonresident alien 
or any fiduciary of an estate or trust, should 
obtain the proper proof of residence if he 
is to regard an resident (See 
the discussion under the heading “Nonresi- 
dent Aliens Engaged in Business Within 
United States,” item Returns. But compare 
discussion under heading “Withholding of 
Tax from Nonresident 
lengthy 


alien as a 


Aliens.” For a more 
income taxation of 
Roberts and War- 

Nonresident Aliens 


(Practicing 


discussion o! 
nonresident aliens, see 
Taxation of 


and Foreign Corporations 


ren, Income 


Law 
Institute Monograph).) 


Withholding of Tax 
from Nonresident Aliens 


from 
required to be 
paying out specified 
kinds of income from United States sources 
to all nonresident alien individuals, irrespec 
tive of whether the 


To facilitate the collection of tax 
nonresident 


withheld by 


aliens, tax is 


pet Sons 


alien is engaged in 


United States business, and to “any part 


nership not engaged in trade or business 


within the United States and composed in 
whole or in 
(Code 

Section 
Pacific 

(1915).) 
dent 


part of nonresident 
Section 143(b); 
29.143-1(a); 
Railroad, | 
“To 
should file a certificate of resi- 
Form 1078 with withholding 
shall forward such 
to the Commissioner of 


aliens,” 
Regulations 111, 
Brushaber v. Union 
240 U. S. 1 


inconvenience a 


ustc J 4, 
avoid resi 
alien 
dence on 


agents, who 


certificate 


Internal Revenue, 
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Withholding Returns Section, Washington, 
D. C (Reg- 
ulations The kinds 


determinable 


, with a letter of transmittal.” 
111, Section 29.143-3.) 
of income are the “fixed or 

annual or periodical” income upon which a 
nonresident alien not engaged in United States 
(Code Section 143(b); 
Section 29.143-2 Refer- 
to particular income 


111, 


business is taxable. 
Regulations 111, 
should be mace 
tax treaties See, Regulations 
Sections 29.143-3 and 29.144-2.) 


Payors Who Must Withhold. 


in whatever capacit 


ence 


also, 


“All per 


includins 


sons, 


lessees Or mortgagors personal 


and all 


Inited States, 


fiduciaries, emp] rs, 


1 employees of 


property, 
othecers 
having the contr receipt, custody, dis 
posal, oO! payment” ot the specified kine 


me of a nonresident i must 


> 


and 3/7 
29 ] 13 (a) 


tax (Code Section 


(16); Regulations 111, Sect 


since alien 1S 


As explained above, 


sumed to be a nonresident, 


under a duty 


persons 
would be 
to execute ownership 


alien were a nonresi lent, 


prope! proot ol! residence 


regard an alien as a resident 
With 


ployees the 


vide “An 


respect to emplovers ot alien em 


specifically pro 


regulations I 


employer may rely upon the 
evidence of afforded by the fact 
that an 1078 or an 


equivalent certificate of the alien establish 


re sidence 


alien has filed Form 


ing residence. An employer who seeks to 
account for failure to withhold in the past, 
if he had not at the 


1078 or its equivalent, is permitted to prove 


time secured Form 


the former status of the alien by any com 


petent evidence The written statement of 
the alien employee may ordinarily be relied 
proof that the 
alien is a resident of the United. States.” 


(Regulations 111, Section 29.211-6.) 


upon by the employer as 


With respect to payors of dividends, the 


regulations provide these instructions: 


“When a payor corporation, or any othe 


person (including a nominee), having the 
control, receipt, custody, disposal, or pay- 
knowl 
edge of the status of a shareholder, the tax 
should be withheld if the shareholder’s 
address is outside the United States. If 
address is within the 
United States, it may be assumed that such 
shareholder is a citizen or a resident thereof. 
Unless the 


ment of dividends has no definite 


the shareholder’s 


name and style of the share 


holder are such as to indicate clearly that 


814 October, 


1953 © 


he is a nonresident alien, an address 
care of another person in the United States 
itself 


does not of warrant the treating 


the shareholder as a nonresident alien 
changes his address trom 
place without the United States to a plac« 
United States, the tax sheuld b: 


withheld unless proof is furnished showit 


a shareholder 


within the 


that he is a resident of the 
United States 


that he is a citizen, or resident of the Unit 


citizen or a 
A person’s written statement 


States, may be relied upon by the payor 
income as proof that such ! 
resident of the in 1 es.” 


(Regulations 111, Section 


With 


regulations provide 


zen oO! 


respect to pay 


quired on interest fr 
ties “if the owt 
withholding agent,” 
from sources 
(Regulations 
cerning 


interest 
ther | 


provision 
owner of bonds, mortgage 


or other similar obligations 


tion 1s a nonresident ali 
partnership composed in 
of nonresident aliens, 
corporation, or whet 
known, an ownershin cer 
issue of such obligations shall be fil 


interest coupons tor any amount 


sented for payment Ownership certi! 
1001) shall also be filed in 

case of interest paid on obligations of the 
United States or any 
tality 


owned by the persons described in the firs 


cates (Form 


agency ir instrume! 


‘ 
thereof ., if such obligations 


sentence of this paragraph.” (Regulations 
111, 29.143-4. This 


regulations provides that no such owners! 


Section of the 


section 
certificates are required if the obligati 
was issued by an individual o1 
or if the 
the United States.) 
the payors oft 


a partners! 
without 


It has been ruled that 


interest 1S trom 


sources 
coupon interest are unde! 
duty to see that ownership certificates, wher 
presented, are properly prepared, but su 
payors are not responsible for any misstat¢ 
ments by the presentor and may rely « 
the information in the ownership certif 
cates. (I. T: 1529, I-2 CB 168.) Although 
there appears to be no comparable ruling 
with respect to interest payments on whic! 
ownership certificates are not 
that the there 
would be entitled to rely upon the written 
statement of the 


required, 


seems quite clear payor 


recipient concerning his 


Status as citizen or resident and should be 
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The kinds of income subject to 
withholding are limited to the ‘‘fixed 
or determinable annual or periodical” 
United States income upon which a 
nonresident alien not engaged in 
United States business is taxable. 


permitted to assume, as 1S 


permitted to 


lividend. payors, that, if the recipient’s 


address is within the United States, such 


is a citizen or resident thereof. 


duties and exculpations of payors of 
kinds of fixed or determinable annual 


riodical income should ] 


parallel the 


whol 
should 


signed 


Ip, composed in 
onresident aliens, 
letter 


that it 


of income by 
member of the 
it} holding 


d by the 


tirm is not 
The letter should 
addressee Com 


29.144-2 ; 


to the 


(Regulations 111, Sectior 


I. T. 3020, X V-2 CB 106.) 


Ving payors mu 
wwner of stock if 
alien 


997 


owner 1S a nonresident 


Cem: maNes AB fae... 1.4. 
2 CB 106.) 
receives 


\ husband 
1 


for his nonresident alien wife. (I. T 


who community in- 


: above.) 


manager syndicate 
CCH Dec. 
Branc h, 


(acq.).) 


a roreign 
Th Van Iderstine, 
7207, 24 BTA 29] But 
CCH Dec. 10,497, 38 BTA 


One who pays income to 


en, above 
compare 
1139 
a resident trustee 
or nonresident aliens, (St. Francis Hospital, 
CCH Dec. 11,344, 42 BTA 1004, aff'd 42-1 
q 9252, 125 F. (2d) 553 (CCA of D. C., 
1942), cert 316 U. S. 697; O. D. 1085, 
> CB 191.) 


UST¢ 


den 


domestic fiduciaries are re- 
deduct the 
source from all 


“Resident o1 
quired to income tax at the 
fixed or determinable an- 
nual or periodical gains, profits and income 
alien 


such 


of nonresident beneficiaries, to the 
that 
income from sources within the United States.” 
(Regulations 111, Section 29.143-1(2).) But 
not on distributed or distributable capital 
3945, 1941-2 CB 195.) 


income to a nonresident 


extent items constitute gross 


gains. (1, T. 


One who pays 


alien fiduciary though the beneficiaries are 


Aliens and the Income Tax Law 


all United States citizens or _ residents. 
(Regulations 111, Section 29.143-1(a).) 

A trustee of a trust created by a non- 
resident individual if the 
grantor, 


income 1s 
trust 
definition of revocable trust 
under Code Section 166 or falls within Code 
Section 167, even though the 
ficiaries are United States citizens or resi 
(Regulations 111, Section 29.143-1(a) ; 
3207, 1938-2 CB 181. Contra 
Fitzgerald, CCH Dec. 14,291, 4 TC 494; 
Arnett, CCH Dec. 14,715(M), 4 TCM 817.) 

One who deposits income in a nonresi- 
dent alien’s bank account. (I. T. 2624, XI-1 
CB 122; O. D. 330, 1 CB 239; Mimeograph 
5075, 1940-2 CB 141; Special 
1942.) 


who 


alien 
taxable to the 
falls within the 


because the 


trust’s bene 


dents 


compare I. T 


Ruling, Janu 


ary 20, 
to a United 
alien; if he 
must. (I. T 
4683, VII-2 
1085, 5 CB 


One makes 


States 


payment 
agent of a nonresident 
does not withhold, the agent 
2624, %1-1 CB B22? G.-C em. 
CB 69 But compare O. D. 


191.) 


Cone nonresident 


ve.) 


O pays rent oa 
Hee 


ration 


18835, abs 


which makes a distribu 


tion, other than a nontaxable distribution 


" 


rights or a dis 


1 
stock oF stock 


payabl in 
tribution in partial or complete liquidation, 
regard 


without to any claim that all or a 


distribution is not taxable 


29.143-1(a); 1. 1 
distributions 


portion of such 
(Regulations 111, Section 
3020, above.) As to 


the effect of a 


having 
dividend, see dis 
“Nonresident Aliens 
United 


taxable 


cussions under heading 
Not Engaged in 
States.” But 


by a nonresident alien and a United States 


Business within 


where stock is owned jointly 


citizen or resident, the 


corporation need 


only withhold on the portion of a dividend 
to which the alien is entitled, (I. T. 3053, 


1937-1 CB 110.) 


An assignee of the pri a debtor, 


assumed the 


yperty of 


where such obliga 


withhold 
required to be 
(Regulations 111, 


assignotr 
debtor, 
were 
by the debtor 
29.143-1(a).) 


tions of the such 


withheld 
Section 


must 
taxes as 


Payors Who Need Not Withhold. 
following need not withhold 

One 
makes no 


who promises or guarantees but 


actual payments to an alien 
(Tonopah and Tidewater Railroad Company, 
Ltd. v. Commissioner, 40-2 ustc § 9543, 112 
F. (2d) 970 (CCA-9), overruling I. T. 3059, 
1937-1 CB 111; Branch, compare 


815 


above 4 





A. R. R. 265, 3 CB 215.) 


Payment in kind, 
however, may not be 


made by a payor to 
until the payor is 
placed in funds for the withholding of cash. 
(Regulations 111, Section 29.143-7 
G. C. M. 25063, 1947-1 CB 45.) 


the nonresident alien 


, COMpare 


A person who pays accrued interest to a 


nonresident alien bond 


111, 


upon the sale of a 


between interest dates 
Section 29.143-1.) 


\ person 


(Regulations 


who makes 


payments to a 
United States partnership despite the fact 
(Code 
3233, 1938-2 CB 192.) 
the partnership is not 
(Code 


that a nonresident alien is a partnet 
Section 143(b); L. T. 
To the contrary it 
engaged in United 
Section 143(b).) 

\ debtor 
withholding 
appointment 


States business. 


corporation which appoints a 


and files notice of 
with the 
ternal Revenue. (Regulations 111, Sections 
29.143-1(a), 29.143-7.) 


A bank 


agent such 


Commissioner of In 


upon which 
(I, T, 3020, XV-2 CB 106; compare I. T 
1928, III-1 CB 369.) The maker of the 
check is deemed to have made the 
(I. T. 3535, 1942-1 CB 129.) 

The warrant 
agent, when outstanding stock warrants are 
sold. (Special Ruling, April 21, 1949.) 

The owner of a mine leased to an inde 
pendent contractor where the latter employs 
a nonresident alien. (QO. D. 175, 1 CB 182.) 


checks are drawn 


payment 


issuing corporation or its 


A partnership with distribu- 
tions by it to a nonresident alien partner. 
(G. C. M. 2467, III-2 CB 188, modified, in 
other respects, by C. M. 8594, IX-2 
CB 354.) 


respect to 


Kinds of Income Subject to Withholding. 
~The kinds of income subject to withhold- 
ing are limited to the “fixed or determinable 
annual or periodical” United States income 
upon which a nonresident alien not engaged 
in United States business is (Code 
143(b):; Section 


taxable. 


111, 


Section 
29.143-2.) 


Although the Revenue Act of 1950 has 
imposed a tax on the net amount of capital 
gain derived from United States sources by 
such an alien physically present here, noth 
ing in that act attempts to describe gains 
from the 
sonal 


Regulations 


sale or exchange of real or per- 
determinable 
annual or periodical income” or 
attempts to make such gains subject to 
withholding. No withholding is required 
on such capital gains in the case of a non- 
resident alien. (See 111, Sec 


tion 29.143-2.) 


816 


property as “fixed or 


otherwise 


Regulations 
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RSS MR a PON IAS 


This form of withholding is not required 
with respect to compensation for 


personal 
services of a Canadian or 


Mexican resident 
who enters and leaves the United States at 
frequent intervals, or with respect to wages 
for the othe 
nonresident alien who enters and leaves the 
United States at frequent intervals 
lations 111, Section 29.143-3; I. T. 3590, 
1942-2 CB 147.) No withholding is re 
quired respect to the 
capital gains of a trust. (1. T 
Bis 3781, above ) 
no withholding 
dividends paid 


agricultural labors of any 


(Regu 


with distributable 


: 3495. above; 
It should be noted that 
is required in the 
by a 


case ol 
foreign corporation, 
unless the corporation is engaged in United 
States business and more than 85 per cent 
(not merely 50 per cent as is specified in 
Code Section 119 (a)) of its 
for the three-year 


gross income 
period ending with the 
close of its taxable year preceding the dec 
laration of such dividend was derived from 
United States sources. (Code Section 143(b) 
should be made to 
income tax treaties. See also 

111, Sections 


Reference particular 
Regulations 


29.143-1(a) and 29.143-3 


Rate of Withholding.—The rate is 30 pe 
cent of gross income without deductions 
or exemptions (but see below), except where 
modified by income tax treaties. (Code Se¢ 
tion 143(b) ; Regulations 111, Section 29.144-2 
(treaty rates). As to the proper rate of 
exchange where the income is paid in for 
eign currency see /nternational Sleeping Car 
Company, CCH Dec. 4654, 14 BTA 702; O. D 
700, 3 CB 214.) A nonresident alien who re 
ceives compensation for personal services per 
formed within the United States is entitled 
to a $600 personal exemption. (Code Sec 
tion 214.) This exemption may be applied 
at the rate of $1.70 per day for the entire 
period for which his compensation is paid, 
whether or not such entire compensation 
is United States income. (Regulations 111, 
Section 29.143-3; Code Section 215(b).) The 
withholding agent must withhold at the tax 
rate prevailing at the time payment is made 
by him to the nonresident alien irrespective 
(1. T. 3020, 
XIII-2 CB 90; 


of when the income was earned 
XV-2 CB 106; I. T. 2798, 
O. D. 167, 1 CB 182.) 


’ 


Returns and Payment by Payor.—Return 
is required by the payor—withholding agent 
—on March 15. Payment must be 
on Mareh 15. The withholding agent is 
personally liable for the tax. (Code Section 
143(c), as amended by the Revenue Act of 
1950; Regulations 111, Section 29.143-7.) 
Payment of the tax by the recipient of the 
income relieves the agent of liability there 


made 
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for, (Code Section 143(e); Regulations 111, 
Section 29.143-9.) However, the withhold- 
ing agent is not freed of his duty to with- 
hold merely because the recipient posts a 
bond to insure payment of the tax (I. T 
1357, I-1 CB 223), or has an agent here 
a return for him (O. D, 1087, 
D. 958, 4 CB 111), or claims 


(I. T. 3020, XV-2 CB 106.) 


who will file 
5 CB 193; O 
no tax is due 

With respect to most 
Form 1042 is to be 
March 15. 
In the 


obligations of corporations, the 


kinds of income, 
filed by the payor on 
(Regulations 111, Section 29.143-7.) 
case of interest on bonds or other 
payor must 
Form 1013, on 


March 15, and a quarterly return, on Form 


file an annual 


return, on 
1012, on the last day of the month following 
termination of the quarter, accompanied by 
Form 1001 111, 
29.143-7.) 
Refunds. 
the liability 
return 


( Regulations Section 

Withheld tax is credited against 
shown on the 
lf the 


tax liability, the 


nonresident alien’s 
withheld tax exceeds the 
alien or his 
and should claim credit 
143(e), 143(1) 
Sections 29.143-9 


withholding 


nonresident 
agent is entitled to 
or refund. (Code Sections 
and 216; Regulations 111, 
and 29.217-2.) The agent is 
entitled to a refund of an overpayment only 
t] actually withheld by it, 
but paid out of its own funds, (Code Sec 
143(f); Bank of America National Trust 
and Savings Association v. Anglim, 43-2 ust¢ 
9596, 138 F. (2d) 7 (CCA-9); Pauker v 
S., 38-2 ustc § 9388, 23 F. Supp. 821 (DC 
Y.); Capital Estates, Inc., CCH Dec 


TAX CHEATERS BEWARE 


Spe aking before 


il ie tax Was not 


tion 


a gathering tax 
New York, 


Commissioner had to say 


recently in here’s 


men 
what the 
about the 


filing of dishonest tax re- 


turns 

“When we talk 
forcement of the Federal revenue laws, 
we depart sharply from the theme of 
improved 


about tighter en 


service to those 


taxpayers 
obligations to the 
honestly. We 


vote our attention to the 


centage ot 


» meet then 


Government then de- 
small per 
men and women who fail 
to pull their share of the load—I mean 
the cheaters 
“Here’s the 
matter: 


way I feel about that 
If 90 per cent of the American 
taxpayers—and that is just about the 
proportion—file honest returns, we 
will not stand by and be a party to 
encouragement of dishonesty on the 


part of the other 2 per cent. So we 


Aliens and the Income Tax Law 


2,500, 46 BTA 986, aft’d 43-2 uste J 9573, 138 
*, (2d) 156 (CCA-3).) However, he can 
contest liability. (//ouston Street Corporation 
v. Commissioner, 36-2 ustc § 9423, 84 F. (2d) 
821 (CCA-5).) As between the withholding 
agent and the nonresident alien, the liability 
for tax is the nonresident alien’s. Accord- 
ingly, if the withholding agent has paid 
the tax out of its own funds, the withhold 
ing agent should be able to recover the 
amount thereof from the nonresident alien. 
(McGrath v. Dravo Corporation, 50-2 ustc 
| 9422, 183 F. (2d) 709 (CA-3); A Gusmer, 
Inc. v. McGrath, 51-1 ustc $9141, 94 F. 
Supp. 724 (DC of D. C., 1950). But com- 
pare Synthetic Patents Company v. Suther- 
land, 22 F. (2d) 494 (CCA-2, 1927), cert. 
den. 276 U. S. 630 (1928).) If, before 
the withholding agent has turned over with- 
held funds to the United States, the with- 
holding agent discovers that there has been 
an improper withholding, the 
restore the amount to the non 
resident alien. (Special Ruling, April 18, 
1947 ; compare | r. 3020, XV-2 CB 106.) 

Note.- covenant 
special category not 


l 
| 


withholding 


agent may 


Tax-free bonds are a 
covered herein. (See 
Code Section 143(a); Regulations 111, Sec- 


tions 29.143-1 and 29.143-4.) 


Treaties. should be made to 
particular income tax treaties and Treasury 
regulations 


Reference 


thereunder tor 
interchange of 
United 
country 


provisions ror 
information 
and the contracting 
and additional information returns 


[The End] 


between the 


States other 


by withholding agents 


intend to use 


dollar 


cheaters 


every available 
that we 
And another thing 
what their stations in 
life happen to be, or to what particular 


they They'll all be 


to prove to those 
mean business 
we don’t care 


arty belong. 


T 
' 
treated alike 

“If this plan is displeasing to the 
they have the 
man as Commissioner of 


American people, wrong 
Internal 
have the right con 
ception of my responsibilities under 


the law, I cannot take any other course 


Revenue, for if I 


no taxpayer who honestly 
and conscientiously reports his income 
and proper deductions needs fear ar 
bitrary action by Revenue people. We 
recognize the fact that we are 
employees of all the people, and we 
intend to enforce the Federal tax laws 
in the interest of all the people.” 





To Offset Judicial Discrimination, 
the Code Should Be Amended 


to Exempt ‘‘Surplus"’ Interest 


Taxation of ‘Excess Interest’ on Life 


Revenue Act of 1913, 
exempted the 
policies paid by 
death of the insured.? Not 
favored treatment accorded the 
lump-sum payment of these proceeds, but 
installments or in the 
an annuity 1s fully 


Commissioner’s 


QINCE the Con 
gress has consistently 

proceeds of life insurance 
reason of the 


only is 


payment in torm ot 


also exempt trom tax 


Notwithstanding the struggle 
to tax the income element in insurance pay- 
optional settle- 
have liberally construed 
and applied Code Section 22(b)(1) to favor 


The 


construe the 


ments under the various 


ments, the courts 
the taxpayer in all respects except one 
consistently 
Statute to 


courts retuse to 
permit the 


which the 


exemption of excess 


interest 


beneficiary receives in 


addition to installment payments of the 
insurance proceeds 
judicial 


terest 


It is submitted that the 


discrimination agaist excess In 


is unwarranted and inconsistent witl 
both the letter and spirit of Section 22(b) (1) 


How Excess Interest Arises 


Almost all life insurance policies provide 
for the under 


where it is 


payment of the proceeds 


various optional settlements 


1 Sec. IT (B), 38 Stat. 167 (1913). 

? During Congressional debate on the new bill 
the following colloquy occurred 

Mr. Madden “And I would also like the 
gentlemen to answer another question, whether 
a widow will be required to pay an income tax 
on the money secured as a result of her hus- 
band's death, or whether that money will be 
considered as property ?"’ 

Mr. Hull: ‘It never was contemplated to tax 
the proceeds of life insurance policies."’ (50 
Congressional Record 508 (1913).) 

?Sec. 213 (b) (1) of the Revenue Act of 1926, 
14 Stat. 24 (1926): Sec. 22 (b) (1) of the Rev- 
enue Act of 1934, 48 Stat. 687 (1934); Winslow v. 


818 


October, 1953 ®@ 


desirable that the should 
proceeds in a lump sum he 


types of settlements vary, but some of the 


bene ficiary 


receive thes« 


more commonly written are as follows: 

(1) The 
on deposit with the insurance company for 
payment or withdrawal at a later 
subject meanwhile to payment of 
periodically at not less than a 


entire proceeds are to be left 
date, 
interest 
prescribed rate." 

(2) The proceeds are to be paid out in 
installments of a specified amount for a 
hxed period.’ 

(3) The proceeds are to be paid out in 
the form of an anntinty ofa specified amount 
(based on the beneficiary’s life expectancy 
at the death of the imsured) for the 
ficiary’s lite 


bene 
Che usual provision requires 
payment of a specified amount over a fixed 
period, such installments to continue during 


1 


the life of the beneficiary if she 


survives 
this fixed period 

(4) The pt vceeds shall constitute a fund 
which is to be paid to the beneficiary in 


1 


fixed installments until the 


fund is ex 
hausted, interest on the remaining balance 
after each installment payment being 


cred 
ited to the fund periodically by the : 


company 


Commissioner, 40-2 ustc { 9582, 113 F. (2d) 418 
(CCA-1), aff'g CCH Dec. 10,589, 39 BTA 373 
(1939). 

*There is no question that this 
fully taxable as income to the 
(Code Sec. 22 (b) (1) (parenthetical clause): 
Kinnear, CCH Dec. 6295, 20 BTA 718 (1930): 
U. 8S. v. Heilbroner, 38-2 ustc 7 9610, 100 F. (2d) 
379 (CCA-2) 

5‘As in Winslow v., 
footnote 3. 

*As in Bartlett v. Commissioner, 40-2 usr 
7 9602, 113 F. (2d) 418 (CCA-2). 

*As in Heyser, CCH Dec. 13,995(M), 3 TCM 
582 (1944). 


interest is 
beneficiary 


Commissioner, cited at 
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Insurance Proceeds 


By STANLEY L. GOLDEN 
Member of the Bar, 
New York and Connecticut 


a supplementary ¢ 


between the company and 


ry, provides for what is variously 


termed “excess interest,” “surplus earnings,” 


“dividends,” Che distinguishing 


interest are (a) 


characteris 


’ } 


payment upon special vote 


the insti 


yany’s board o! directors, 


the 


amounts to life 


b) 1 ratio the part ot insur 


ance company to pay these 


beneficiaries (except to the extent 


surance 


surpli 


an accumulation of is beyond the 


nable the company’s business 


Section 


needs 
to surtax under Code 


a differentiation in nomen- 


the insurance company In 


\ 
supplementary contract with 
Vt 


between these 


n the 


amounts and 
installment 


he 
we Silai see, 


s included pay 


Actuallv, as these 


her superncial becaus¢ 
2 a 
not essentially differ 


f the proceed of the policy. 


Taxability of Installments 


1 


lo understand the logical inconsistency 


yf excess interest, a knowl 

‘For a 
discussion of 
820-821 of text 

’For a detailed 
see Cohen, ‘‘Income 
Settlements,’’ 32 
(1946) 

1%” Sec. 213 (b) (1), 

11 Sec, 22 (b) (1), 48 Stat. 687 (1934). 

2G. C. M. 13796, XIII-2 CB 41. Prior to this 
time, the Commissioner had not attempted to 
tax the interest element in the optional settle- 
ments with the exception of the settlements 


typical excess 
Winslow v. 


interest provision see 
Commissioner, at pp. 


exposition of 
Taxation 
Virginia 


this struggle 
of Life Insurance 
Law Review 582 


44 Stat. 24 (1926). 


the struggle between taxpayers 
and the Commissioner with respect to tax- 
ation of the interest element in in- 
surance proceeds paid in installments is 
If the intention of Congress to 


edge of 
entire 


necessary 
exempt life insurance proceeds, paid other 
the death of the 
was not until the Revenue 
Act of 1926, it made so in that 
ute and was extended in the Revenue Act 
oft 1934." Yet the 


construe the 


than in a lump sum at 
insured, clear 
was Stat- 
Commissioner refused to 


wording of these sections to 
the 


the proceeds of a policy paid in installments 


any interest element in 


exempt part ot 
In regulations which remained substantially 
the until May 16, 1946, the Commis 


sioner taxed the interest in installment pay 


same 


ments 
of the 


regulations 


which, he argued, arose by reason 


passage of time.” ‘Typically, these 
the beneficiary to re 


the 


allowed 
the 
installments 
the 
were to 


ceive, value of 
the life 
where the 
for life or a 
1d), anything received 


Che 


of these regu 


tax free, commuted 


expected (based on 
expectancy ol beneficiary 


payments 


continue 


guaranteed hxed 
being taxed 
first challenge to the 
lations the 


C omMmissione? 


peri 


in addition, as interest.” 
validity 
under statute Winslow 
Extensively 
the exemption 


proceeds paid by 
death of the 


came in 


reviewing 


legislative history of for 


fe insurance reason of 
the insured, both courts con 
installment 
interest), 
the optional 
“paid by 
nsured,” and 


cluded the basic (not in 
the 
settlement 


the 


cluding 


excess received by 


beneficiary undet 


chosen, was reason oj 


the was, theretore, 
exempt 


+} 


trom income taxation. However, 


received was held to be 
Chis lz of il] 


ie excess interest 


; 


taxable the case w 


concern us shi 


Notwithstanding 


Om mMmissionel 


the 


Winslow 
stuck to 


decision, 
regulations, 
the 
decision which had applied to an 


hosen by the 


his 


changing them to conform to 


mstred and forced 


he beneficiary After a series of de 
ats, the final blows to the ( omimiussioner’s 
Pierce™ 


which held the basic 


regulations came in ¢ 


and Law 7 


Omnuss 
Rothensies 


oner V 


providing for the holding of the proceeds intact 
subject to the payment of interest thereon. 

8 Regs. 86, Art. 22 (b) (1)-1 (1934): Regs. 94, 
Art. 22 (b) (1)-1 (1936); Regs. 101, Art. 22 (b) 
(1)-1 (1938); Regs. 103. Sec. 19.22 (b) (1)-1 
(1940) 

4 Cited at footnote 3 

%& Commissioner v. Pierce, 
F. (2d) 388 (CAA-1), aff’g 
TC 832 (1943) 

6% Taw v. Rothensies,- 46-1 
(2d) 13 (CCA-3), aff'g 44-2 
Supp. 447 (DC Pa.). 


45-1 uste 
CCH Dec 


9123 
13,526, 
uste { 9224, 


ustc { 9474, 


“Excess Interest’'’ on Life Insurance Proceeds 





installments received by the beneficiary to 
be tax free, even though the beneficiary her- 
self chose the option The decision to tax 
continued, however. The 
finally acquiesced in these 
promulgating T. D. 5515” 
which is now embodied in Regulations 111, 
Section 29.22(b)(1)-1." 


excess interest 
Commissioner 


decisions by 


Taxability of Excess Interest 


which upheld the taxa- 
interest fall into a pattern 
Most of them cite the Vinslow case without 
adding 


The cases have 


tion of excess 
much more. Many of them indicate 
that the taxpayer either did not press the 
issue very far, or dropped it on appeal, or 
taxability of interest al- 
most as a matter of course.” A good many 


of the cases concern provisions for 


conceded excess 


excess 
interest payments which are not included 
in the insurance policy itself, but which are 
provided under a 
the beneficiary 


sured.” 


contract with 
death of the in- 
An analysis of the 


Separate 
atter the 
leading 
will be fruitful in 
there is any 


cases, 
taxing interest, 
whether sound 
distinction between excess inter- 


est and the tax-exempt 


excess 
determining 
ground of 
interest element in 
installments received by the 


The 
others 


beneficiary 
basic which all the 
Winslow v. Commissioner, 
was the first hold the basic 
installments paid to the beneficiary to be 
tax exempt and, at the 
the excess interest 


decisi m, upon 
rest, is 


which case to 


same time, to hold 
dividends to be taxable 
initially apparent: First, the 
was not con- 
tained in the life policy itself 


After the insured died, the policy was sur- 
rendered to the 


lwo facts are 


provision tor excess interest 


insurance 
insurance company which 
then executed a bond providing for the face 
amount of the policy to be paid in 20 annual 
installments of $2,000 each. The bond pro 
vided, in addition 

‘i | hese 
assumed rate of interest of 3% per 
lf a average 
earned by the 


instalments are based upon an 


annum 
shall be 


amount of the 


annual 
Society, the 
instalments may be 


higher rate 


increased on any anni- 


7 1946-1 CB 26 

%'*'The proceeds of life insurance policies, 
paid by reason of the death of an insured to 
his estate or to a beneficiary (individual, part- 
nership, or corporation), directly or in trust, 
are excluded from the gross income of the 
beneficiary except in the case of certain trans- 
ferees as provided in section 29.22 (b) (2)-3 and 
in the case of a spouse to whom such payments 
are income under section 22 (k). It is im- 
material whether the proceeds are received in 
a single sum or otherwise. If, however, such 
proceeds are held by the insurer under an 
agreement to pay interest thereon, the pay- 


820 October, 


1953 ®@ 


versary by an excess interest dividend as 


determined and apportioned by the Society 
Second, 


before the 


although the taxpayer argued 
Board of Tax Appeals that 
should be exempt, he did 
not press this point on appeal. It 


a matter of 


excess interest 
may lb 
some conjecture, but this con 
cession on the taxpayer's 
resulted from the fact 
to upset the major 
at the 


Board 


part may have 
that he did not 


victory he 


wish 
had won 
Commissioner’s expense before the 
It should be noted that subsequent 
indicate that the relative 
interest payment small 
with the installments 
received. This may also account for the 
great number of | 


cases size of the 


excess was quite 


as compared basic 


concessions by the tax 
payers in those cases 


Curiously, the Board of Tax 


speaking through Sternhagen, J., 


\ppeals, 
aiter ex 
tensively reviewing the 
of Section 22(b)(1) 
the basic $2,000 


excluded from 


history 
that 
were to be 


le gislative 
and concluding 
installments 
income, stated: 


2TOSS 


“There is, however, no support for the 
argument that the additional 
$581.40 received by the peti- 


tioner in 1934 is likewise exempt. This was 


petitioner’s 
amount of 


a distribution out of the earnings of the 
corporation appropriately called in the bond 
an ‘excess interest dividend’. While it 
paid by virtue of the corporation’s 
tractual obligation, it was a gain to the 
petitioner currently derived from the princi- 
pal invested. 
dend’ ceived 
of the death of the 
$2,000; it was paid 
withholding of the 


Was 
con 


This ‘excess interest divi 


was not 1 solely ‘by reason 


insured’, as was the 
also by reason of the 


future installments of 


the principal amount and their proper in 
vestment by the 


corporation.” 


\ casual reading of 


will 
Con 
“distribution 
out of the earnings of the corporation” 


this quotation 
indicate the fallacies inherent therein 


cededly, excess interest is a 


and 
a gain “currently derived from the principal 


p 
invested.” Even granting that it arose 


ments interest must be included in gross in 
come.’ 

” Buck, CCH Dec. 10,963, 41 
aff'd 41-2 ustrc { 9520, 120 F 
Sommers, CCH Dec 12,908-E, 1 TCM 180 
(1942); Commissioner v. Pierce, cited at foot- 
note 15: Burden, CCH Dec. 12,991(M). 1 TCM 
610 (1943): Pritchard, CCH Dec. 14,205(M), 3 
TCM 1125 (1944) 

» Winslow v. Commissioner, cited at foot- 
note 3; Sommers, cited at preceding footnote 
Pritchard, cited at preceding footnote 

21 39 BTA 373, at op. 378-379 


BTA 99 (1940), 


(2d) 775 (CCA-2); 
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through the “withholding of the future in- 
stallments of the principal amount and their 
proper investment,” the 


ments could be 


very 


same _ state- 
applied to the 3 per cent 
element which is inherent in the 
Without earnings, the insur- 
company could not pay any interest 
whatsoever. The guaranteed 3 per :cent 
is as much derived from withhold- 
ing of future installments and proper invest- 


interest 
installment. 


ance 
interest 


ment as is the excess interest. If Congress 


wished to tax the interest element in life 
proceeds paid in installments or 
otherwise, the 


insurance 
court could not have arrived 
decision that the $2,000 install- 
tax-exempt. There is nothing 
in the legislative history of Section 22(b) (1) 
to indicate 


at its basic 
ments were 
a differentiation between excess 
interest and guaranteed interest. 
interest is 


The tax- 
predicated, 
upon an erroneous conclusion of 
law which has become completely imbedded 
in later cases. 


ability of excess 


therefore, 


Pierce, coming four years after lmslow, 
adhered to the Winslow decision that the 
installments received by the bene- 
exempt, and went one step 

holding installments tax 
exempt regardless. of the fact that it was 
the beneficiary herself, rather than the in- 
sured, whi the optional settlement. 
citing Winslow, held the 
excess interest received by the beneficiary 
to be taxable. 
taxpayel 
and the 


on the 


basic 
ficiarv were tax 


rther by these 


chose 
The Tax Court, 
Interestingly enough, the 
did not press this point on appeal 
Tax Court decision was affirmed 
that 
luded in the appeal. 


With respect to the 
received by the 


basis this issue was not in- 


installments 
beneficiary, the Commis 
sioner had argued that, in reality, the bene- 
ficiarvy had received the 
Olicy at the 


] 
bought an 


theretore, the 


basic 


proceeds of the 
death and _ had 
annuity for herself with them; 
annuity payments 
reason of the 


insured’s 


were not 
received by) death of the 
nsured. In answer to this particular argu- 
ment, the Tax Court, through Van 
J., submitted: 


“We 


Fi SSan, 


‘tt agree with the 


z respondent’s 
Immediately 


analysis. upon the insured’s 
death the petitioner was vested with several 
distinct and valuable property rights. Letter- 
man Guardian Life Insurance Co. of 
America, 280 N. Y. 102; 19 N. E. (2d) 978. 
Among was the right to de- 
mand a lump sum payment or to require 
the insurance company to pay her in accord- 


these rights 


2 Pierce, CCH Dec. 13,526, 2 TC 832 at pp 
837-838 (1943) 
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ance with one or more of the options. These 
property rights stem from the policy itself 
; Since the petitioner’s rights flowed 
directly from the policy, it necessarily fol- 
lows that all payments received by her in 
satisfaction of those rights were made by 
reason of the provisions of the policy which 
matured on the death of the insured,” * 
Accepting the above theory, why was 
the beneficiary not vested with the right to 
excess interest, if such were to become pay- 
able, immediately upon the insured’s death? 
The policy in this case, and not a supple- 
mentary contract with the beneficiary, con- 
tained an explicit provision for 
interest. To that extent, the facts are 
distinguishable from those in Winslow 


excess 


Much has been said concerning the fact 


that some of the policies in these cases 


contained express provision for excess in- 
terest while others contained no such pro- 
vision, the excess interest being paid under 
a separate agreement with the beneficiary. 
Superficially, at least, 
argument tor 
which is 


there is a 
exempting 
part of 


stronger 
interest 
the original contract be- 
insurance company and the in- 
sured, than where the 
paid under an 
fciary. On 


excess 


tween the 


excess interest is 
with the bene- 
this ground, Winslow v. Com- 
missioner and similar cases could be justified. 
But probing further, finds that any 
right which the beneficiary gets to excess 
interest arises solely from the fact that he 
or she is the beneficiary of a life insurance 


agreement 


one 


contract, and that these excess interest pay- 
ments are received “by 
of the 
which 


reason of the death 
But for the original policy 

taxpayer a_ beneficiary, 
would not have been re 
Further, if we really studied the 
transaction between the insurance company 
and the might probably find 
that the policy was taken out by the insured 
with the unwritten, but 
plied, understanding 
would be entitled to any interest 
which the company might pay. All other 
things being equal, one who was preparing 
to take out insurance would look to a com 
pany which expressly or impliedly agreed to 
pay excess interest rather than to a company 
which did not 


insured.” 
made the 
excess interest 


ceived. 
insured, we 


expressed or im- 
that the beneficiary 


excess 


The latest major decision with respect to 
excess interest is Paul.” The stipulated facts 
indicate that both life insurance policies in 
that case made some provision for excess 


interest. The taxpayer was willing to con- 


** CCH Dec. 14,332(M), 4 TCM 43 (1945). 
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cede that, following Pierce, this excess 
interest was taxable, but asked the court to re 
view and re-examine the question in light 
of Allis v. La Budde* Kaufman v. U. S.; 
and Bartlett v. Commissioner.” 

The 
Saying 


Tax Court chose to 
that the 


in support of 


follow Pierce, 
cases, cited by the taxpayel 
nontaxability of excess in 
terest, were inferentially examined in Pierc: 
by virtue of the 


ot the Winslow decision there. 


Tax Court’s examination 


That 
ment, it would seem, was building 


of cards on a 


argu 
a “house 
foundation 
the 


rather weak 
taxability 
this case, the Tax 
that “In the La Budd: 
Kaufman and Bartlett cases the insured exer 
cised the Yet the 


which the Court 


Further, in order to 
ot the 


Court 


support 
excess interest in 


remarked 


Pierce case, 
relied, had 


installments of 


option at 


held that insofar as the basi 


life insurance proceeds were concerned, it 


made no difference whatsoever who exe 


insured or the bene 


cised the option, the 


ficiary taxability of the excess inte 


neve on that ground, and it wou 


that, if it made no difference 
d the 


1 


taxability of the 
that 


seem 


exercise option witl respec oO 


basic installments, a fortiori 


} 
difference becam« 


immaterial with re 


spect to the exces interest 


Exemption of Excess Interest from Tax 
Few field 
and, by 


have refused 
their 


unre lable 


de cisions in this 


to tax excess interest, very 


nature, these decisions are fairly 
and ot 
difficult t« 


exactly, that the court 


recedents Perusal of their facts 


opinions make it somewhat 


} 


decide what it was, 


in each Cast decided 
Bartlett v. ( 
preted as 


could be inte! 
excess interest, but the 


ommissione? 
involving 
way in which the disputed amount aros¢ 
raises doubts that this case is in point. The 
particular policy contained an option where 

was to receive 240 monthly 
$100 and an equal monthly 
amount thereafter The 
provision 10! 
It became payable in 1924, 
1930, the $100 monthly payments 
increased to $101.39, the added $1.39 


being, according to the court, “a concession 


by the beneficiary 
installments ot 
so long as she lived. 
contained no 


policy  itselt 


excess interest 
but, in 
wert P 
on the part of the insurance company which 
resulted from the 
tion charge and which was made retroactive 


removal of an administra 


to policies previously issued.” ” The Board 


2-2 ustc $9701, 128 F. (2d) 838 (CCA-7), 
rev'g 41-2 ustc_{ 9669, 40 F. Supp. 59 (DC Wis.). 
3 42-2 { 9746, 131 F. (2d) 854 (CCA-4), 
rev'g 41-2 ustc § 9663, 40 F. Supp. 505 (DC Va.). 
2% Cited at footnote 5 
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of Tax Appeals treated the added amount 
as taxable income, while exempting the $100 
installment. On appeal, the court of appeals, 
Chase, J., commented upon the 
taxability of the $1.39 addition, saving 


through 


“It is argued that this excess was taxabl 


but we cannot agree. It was either 


under an insurance contract and 


the death of the insured 
the remainder of the installments o 
a gilt exempt 


22(b)(3) of the 


reason of 


from taxation under 
Act ot 
l¢ Board Was h 


need pr 


Revenue 
decision oO! ] 
event and 


( ided 


no more 
Affirmed.” ® 


had d 


and sit 


Since the Board 


amount was taxable, 


seems to have been aflirmed 
cation, the toregoing < 
little if 


’ 


juot: 
sense On 
appeal 
additio1 
does not seem to hi 
to the grounds 
decision rests 
ot this paper 
cession due to 
| 


tion large coult 


r 
1 
a 


whether one u 
tax defintion 
$1.39 was truly 


contract 


surance 
death, the 


alternative 


court 
, 
But 
, 
cited by 


s10n 


was 
grounds for re-examining 


excess interest iS taxable, 
see what the cas 


the matter 


The both 


and the court of appeals nm 


opinions of 


with respect to the excess 


Botl 

were “dividends” involved 
“negligible.” The 
the taxability of the 


involved, are hazy. 
that 


calling them 


very 
tion there 
Case involve 
basic installments, 
district 


Commissioner on 


mainly, and since the 
held for the 
the 
implication is 
that the 


reversed. A 


while appeals reverse 
that the 


“dividends” were 


court of 
district court de« 

taxable als 
Sparks, J., 


app¢ als, 


$i0on 
was Statement ol 
in the opinion of the court of 
seem equally applicable to the excess inte: 
est received as well as the basic installments 

** Paul, cited at footnote 23 

8 Cited at footnote 6 

*»CCH Dec. 10,733-B, 
39-564 

#113 F. (2d) 766, at p. 767. 
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“While the amount of the installments 
under each policy is undoubtedly calculated 
by the insurers in the light of the potential 
earnings as affected by the age of the bene- 
ficiary and the interest rate, the obligation 
to pay whatever may become due is matured 
solely by reason of the death.”™ (Italics 
supplied. ) 

Kaufman v. U. S. involved both the tax- 
ability of the basic installments paid under 
the particular option there chosen, as well 
as varying amounts of excess interest, which 
were paid, according to the court “in ac- 
cordance with the provisions of the respec- 
tive contracts,” 
The 


; 


that is, insurance policies. 
court had held the entire in- 
taxable under the Commis- 


sioner’s formula; 


district 
erest element 
the court of appeals reversed, 
holding no part of the installments received 
by the taxpayer to be income, This 


case is just about the only one which seems, 


taxable 


clearly, to exempt excess interest; but the 
‘ pinions, once again, do not seem to make 
( ain wh: ie grounds for decision on 


By tar the most anomalous decision 
wherein excess interest was held nontaxablk 

Hevyser [wo of the policies in this case, 
aving face amounts of $25,000 and $20,000 
espectively, The 


$5,000 


involved similar provisions 
cee ds 


vere to be paid as follows: 
to the beneficiary in a lump sum at the 
insured’s death, the remainder to be held 
by the company “in trust” at a 

interest of 3 per cent annually, 
additional interest as might be ap 


portioned by the 


insurance 
cuaranteed 
and such 
from 


company sur plus 


interest earnings. These varying amounts of 
end of 
held by the 


was to 
trust 


nterest were to be added, at the 
| fund 
Che beneficiary 
nth until the 


t] the right to 


vear, to the trust 
receive 
fund was 
withdraw 
extent of $2,500, 
sufficient. If, at 
trust tund was 
remaindet 


vear to the 
fund 
death the 
t then exhausted, the 


.. ; = 
rin cl 
} InCipal CaCl 


} 
" the triuet 
i¢ tric ust 


was 

he beneficiary's 

was to 

the beneficiary’s son or to her estate 

specified Inannel The 

March 12, 1938 and the question 
$1,200, received 


insured died 
con- 
the taxabilitv of the 


1940 


ourt held the install 
to be excluded under Section 
is included, to the 
been received, the excess inter- 


ne yeat 


entire 


extent it 


128 F. (2d) 838, at p. 840. 
2 Cited at footnote 7 

3 TCM 582, at pp. 583-584. 
‘ Dated April 29, 1949. 
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est payments which were made to the trust 
fund. The Tax Court seemed somewhat 
unwilling to say, outright, that the excess 
interest was not taxable. Rather, it re- 
marked: 

“While what we have already said serves 
to dispose of the issues, it may not be amiss 
to point out that it is at least questionable 
whether the petitioner has actually received 
or been credited with the amounts here in 
controversy under the first and third poli- 
cies. The stipulation of facts has been 
drawn and the case argued on the theory 
that what petitioner was actually paid rep- 
resented proceeds of the policies and that 
the interest was credited to the 
still with the insurer. 


balances 
The petitioner’s right 
to this interest would appear to be purely 
contingent upon her survival. In the cir- 
cumstances it would seem doubtful, in any 
event, that the interest could be held to 
constitute income to the petitioner in the 
year 1940,” * 

Chis 


explanation was 


accepted by the 
Bureau in a letter written by Deputy Com 
missioner Stowe.” 


did, that, 


“In the amendment to 
22(b)(1) the words, ‘If 
held by the insure1 
with a beneficiary to 


Note, also, as one writer 


TE. Ast, 
the proceeds art 
under an 
distribute 


Reg. 


agreement 
either the 
proceeds currently, o1 
the proceeds and the increment in equal in 


stalments until both are exhausted, there 
shall bs 


crement 


increment to such 


included in gross income, the in- 
So paid to the beneficiary, or so 
credited to the fund in each year by the 
insurer,’ were changed. They now read, ‘It 
is immaterial whether the proceeds are paid 
in a single sum or otherwise. If, however, 
such proceeds are held by the insurer undet 
interest thereon, the 
interest payments must be included in gross 


income 


an agreement to pay 


It is doubtful 
wished to 


that the 
go further 


Commissioner 
than the Tax Court 
had in the Heyser case, but the administra- 
tive history of his regulations seems ambig- 
uous enough to create the impression. 
With respect to the Heyser decision itself, 
one wonders how the 
that no 


Tax Court so facilely 
the $1,200 in- 
1940, con- 
Is this amount not 
annuity payment 


determined 
stallment, 


part of 
received in the 
tained excess interest. 


year 


analogous to an which 

* McDonald, Income Taxation of Option 
Payments Under Insurance Contracts,’’ Pro- 
ceedings of New York University Eighth Annual 
Institute on Federal Taxation (1949), pp. 1204- 
1205 (note). 
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theoretically, and as Congress has deter- 
mined in Section 22(b)(2), actually includes 
both a return of principal and interest? It 
there is an interest element in the $1,200 
annual increment, would it be logical to say 
that this “guaranteed” interest had become 
intermingled in the trust 
view the Tax decision in another 
light, suppose the beneficiary had actually 
exercised her right to invade corpus to the 
full extent thereof. Could it 
that her right to the 
“purely contingent 


fund? Or, to 
Court’s 


said 


then be 
excess interest was 
upon her survival?” 
What happens when the beneficiary has re- 
ceived annual installments totalling the face 
amount of the proceeds plus the guaranteed 
(3 per cent) interest rate thereon? Are all 
future payments fully taxable The most 
that can be said for the Heyser case is that 
it leaves open and unanswered a variety ot 
questions. Insofar as excess 


held Heyse 


simple tax avoidance 


interest 15 


otherwise taxable, provides a 


rather device iI this 


area, 
‘The cases which have held excess interest 


tax exempt leave desired in the 
way of authority for arguing the proposition 
that excess interest should be fully excluded 
from* gross income. It would take 
than these few cases, clearly puzzling, to 
courts or the 
Winslow and 


interest issue. 


much to be 


more 
cause the Commissioner to 


change Pierce on the excess 


Conclusions and Proposals 


Since Congress has seen fit 
deal of 


to exempt a 
taxable income 
from income tax by balancing the need for 
revenue against the highly desirable social 
policy of protecting life 


great otherwise 


insurance bene 


MECHANICAL DIVORCES 


In a recent issue of Challenge Maga 


zine, there is an article by 
Webb on vending machines. 


the modern 


Morgan 
Most of 
pretty in 
doubted if 
have the far 
reaching effects of this oldtimer: 


machines are 
genious, but it is to be 


their products would 


“Some sixty years ago in Corinne, 
Utah, you could get a divorce decree 
from a $2.50. 
Chere was no waiting, no appearing 
in court and no dickering with lawyers, 
though the machine was operated by 
a firm 


“This stood on 
Main Street in front of the law office. 


vending machine for 


[of attorneys]. 


startling device 


October, 


1953 @ 


ficiaries, there would seem to be no sound 
reason why this exemption should not in- 
clude excess interest. “Amounts received 
under a life insurance contract” means, in 
the first instance, a/] amounts so received. 
No logical basis can be found, either in the 
legislative Section 22(b)(1) or 
in the opinions dealing with its application, 
for the highly artificial distinction between 
exclusion of the 


history of 


installments from 
taxation and inclusion of excess interest in 


I 


basic 
gross income. 


It is very doubtful that the Tax Court or 
the courts of appeals which have dealt with 
the question will see fit to re-examine 
Winslow v. Commissioner in order to make 
it conform to the conclusions reached here 
in. The should / 


gress. Of 


solution from Con 


that 
distinction be 
tween excess interest and basic installments, 
it is difficult to see 
change 


come 


course, since our thesis is 


Congress never made any 


how Congress could 
22(b)(1) to instruct the 
Section 22(b)(1) could be 


(like add 


“Amounts 


Section 
courts precisely 
changed, in 
ing the 


minor degrt e 
“ail”. 46 precede 
append, in the committee 
thereon, a specific intention to ex 
\ better plan would 
be an addition of a definition of “Amounts” 
to include “Any 
ficiary of a life insurance contract paid by 
reason of the 


some 
word 
received”) and 
report 
empt excess interest 


sums received by the bene 
death of the insured; includ 

paymients of the 
payments thereof in installments, and excess 


ing lump-sum proceeds, 
interest, surplus earnings interest, or 
dends addition to 
sums.” In this way, a logical result would 
be reached in the exemption of life insu: 


ance proceeds [The End] 


divi 


received in these othe: 


It had slots for silver dollars and hali 
dollars and bore the blunt invitation, 
‘Get Divorces Here, $2.50’. For that 
sum, a signed, and delivered 
decree rolled out, in duplicate in cas« 
anyone wanted to let the party of the 
second part know that he or she had 
Blank 


provided for the name of the parties 


” 


sealed 


been divorced. spaces were 


and alimony. 


It would be interesting, if that ma 
chine were in existence at the present 
time, to know which party would be 
entitled to the alimony deduction, it 
both parties obtained a divorce decree 
through one of these machines. 
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Here Is a Partial Solution to the Problem 


of Preventing the Corporate Income Tax 


from Becoming a Capital Levy 


Depreciation of Fixed Assets: 
A Proposal for Reform 


ITH the 


corporate 


tremendous burden of federal 
income profits 


years has come a rising tide 


W 


taxes in 


and excess 
recent 
against 
used to 
Prominent among the 


of protest 


metnods 


inequities in the present 


tax corporate income 
inequities in the pres 
the 


values produce d by 


corporate levy is system of taxing 
inflationary in 


ases ll 


inventory and fixed asset 


values 
‘The traditional practice is to tax all corpo 
ates notwithstand 
rtion ot pronts 
attributable to a rise 


values 


rate profits at standard 1 


the tact that a pt such 


ing 
may be “fictitious” o1 


in inventory or fixed asset 


One ot the 


tederal 


most important rehnements in 


System of corporate 
the so-called 


method 


imcome 
ixatio1 has 
IFO,’ o1 


entory 


the 

hrst 
valuation. The adoption of such 
had a direct effect upon the cost 
the 
allowed 


been use of 


last in, out, of in- 


System 


oods-sold section of income 


State 
pronts to he 
upon a basis which reflects current 


ment and this has 
neasured 
onditions accurately than 


more computa 
ions based upon a first in, first out system 
f inver valuation. By 
upon a 
the 
part ot 
though 
ot allowed to 


tory valuing the cost 


sold basis ol 


goods current re 
effect is to 
the 
all corporations are 
the LIFO method, 
f this technique has been hailed 
significant for it the 
“fictitious” or “temporary” 


lacement net 


cost, 


remove 


rom taxation rise in inventory 


alues | ven 
use 
limited use 


as a retorm prevents 


taxation of 


Keith Butters, Effects of Taxation, 
Accounting and Policies (Boston, 


1See J 
Inventory 


Depreciation of Fixed Assets 


By JOE S. FLOYD, Jr. 
Associate Professor of Finance, 
University of Florida 


profits which result from an increase in the 


value of a firm’s basi during an 


inventory 
inflationary period 

But “fictitious” 
Ways 


profits may arise in other 


during a period of generally rising 
One of the most important sources 
profits is increases in the 
that current de 
yreciation charges allowable for federal cor- 
orate reflect original or 
these charges are abnormally 
period of rising prices and 
profits are temporarily magnified by the lag 
between the rise in the price of the product 
sold and the 
pense which 


pt ices 
of such 
value of 


from 
fixed assets. In 
tax purposes 


costs, 


I 
] 
historic 
| 


ow during a 


increase in depreciation ex 
the 
replaced at higher cost 
When this is ac complished, depre Cla- 
tion expense tends to catch up with the 
rise in revenue produced by the high level 
o! product prices and, 
are reduced to 
But until 


prohts 


normally will occur when 
old fixed assets are 


leve Is 


consequently, profits 
nearly normal levels. 
charges up, 
income tax liabilities 
the failure of 
and prices to move together. ‘This situation 
is aggravated by the fact that no disposable 
funds are made available when profits aris« 


more 


depreciation catch 


and corporate 


are swollen because of 


costs 


in this manner, and, consequently, the high 
taxes upon such profits lead to sizable cash 
drains and tend to weaken working capital. 
The large tax liabilities make it difficult for 
corporate management to accumulate neces- 
sary funds either for replacement of existing 


Graduate School of Business Administration, 
Harvard University, 1949) 
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hxed assets or tor the expansion of the 


business.” For these 


and 


reasons, accountants 


economists have been 


searching tor a 
method which will allow the application of 
the LIFO technique to fixed assets.2 One 
of the solutions most often advanced is the 
ise of! 


reproduction costs as the basis 


depreciation charges 


The principal objections to the us 
reproduction costs as a basis for deprecia 
tion charges have been made upon the basis 
f equity and practicality 
tended that replacement cost 
would provide 


It has been con 
depreciatio1 
special tax exemption for a 


Also, it 


Satistactory 


given class of taxpayers." 
pointed out 


has been 


that no measure 


t replacement cost depreciation has been 
developed 
If it were possible t 


divorce the account 


ing concept of profits from the problem of 
determining tax liability, it would 
solution to the deprecia 


tion problem could be devised It mu be 


appeal 
that a satisfactory 


acknowledged that each firm may « mpute 


its profits (and in the process its deprecia 


The 


definition of 


tion costs) as it sees fit only limita 


tion present is in the 


taxable 


purposes ot determining tax lia 
Under 


prohts tor 
bilities 


firms 


present conditions, 


stockholders 


1 ‘ 
considerably Irom the 


many 
report to thei 
differ 


taxable profits reported to the 


profit 
figures which 


government 


( onsequently, the solution to the deprecia 


tion problem would 
vision of the tax 
firms to 


appear to he ina r¢ 
Statutes that would permit 
compute their corporate tax lia 


bilities upon a basis which would best 


‘| hese 


utilize the tax bases and 


I 


sult 
their particular 
could either 


computations in 


problem concerns 


then 


their annual reports and 


statements or disregard them 


Present income tax statutes 


existence of different types of pro 


distinction between profits resulting fron 


earned income and resulting fron 


prohts 


capital gains is an illustration of 


this dis 


tinction And a possible solution to the 


J. Keith Butters and John Lintner, Effects 
of Federal Taxes on Growing Enterprises (Bos- 
ton, Graduate School of Business Administra- 
tion, Harvard University, 1945) 

'See E. Cary Brown, Effects of 
Depreciation Adjustmen? for Price 
(Boston, Graduate School of Business 
istration, Harvard University, 1952) 

‘See Brown, work cited at preceding footnote 
at p. 17 

‘See Brown, work cited at 
18. For examples of 
might be used to 
depreciation, see E 
Show 
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Taxation, 
Changes 
Admin- 


footnote 3, at p 
some of the methods that 
compute replacement cost 
Stewart Freeman, ‘‘How to 
Effect of Changes in Value of Dollars Yet 


October, 


19353 © 


inadequate depreciation allow 
ances would appear to lie in this difference 


between capital gains and earned income. 


problem of 


There appears to be 
a corporation actually 


in the value of 


little question that 
profits from a rise 
its fixed assets. The ques 
tion which arises is associated wit! 

that 


this rise in values under 


methods of taxation is manifest in 


asset 


oT 


an increase in annual 


pronts 
Consequently, it is taxed 


But is not the 


income 
high 
value, in fact, a capital gain eve 
sold directly by 

After all 
directly in that values 


value of the final product an 


rate incré 


assets are not 


tion? these 


assets al 


thei 


enter 


1 


is sold at cost, or a highe 


return to the corporation 


increase in fixed asset values 


nature of a capital gain, sh 


subject taxation upon 


levied up 


basis at the rate 
It appears to the writer 
in fixed-asset values is in 


capital gain and that pronts 


such increases should be ac: 


gains treatment a practi 


o this problem, the tollowins 
Allow 

o increase the book value of 
This could be done by appraising 
and allowing the book value to 
increased reproduction cost.‘ 


gestions are offered 


; 
t 


in value should be unde: 


cent, or the 


taxable 


gains tax at 26 pet 


capital gains rate. Following 


write-up, the corporation should be 


to depreciate its assets, for tax purp 
upon the basis of the new asset value. T] 
the annual depreciation charges 


flect the 


would 
increased replac ement 
assets 


Wuite <¢ learly, the 


result in an 


asset wri 
increase in the 

Traditionally, 
attitude ot 


equity accountants 


taken an conservatism W 


Preserve Capital Basis in Accounts,’ 
Accounting, February, 1948. See, also 
Blackie, Vhat is Accounting For 
N. A. C. A. Bulletin, July 1, 1948 

Asset write-ups have been permitted in othe! 
countries, see Brown, work cited at footnote 
at p. 95. In most instances, however 
no tax levied upon the profit resulting from 
the write-up In Japan, however, an asset 
write-up together with a 6 per cent tax 
the resulting tax was recommended by the 
Shoup Mission. See General Headquarters for 
the Allied Powers,Report on Japanese Taxation 
by the Shoup Mission, September, 1949, Vol. II 
pp. 123-131 


Journal 
William 
Now 


> 


there was 


upon 


TAXES—The Tax Magazine 





lies 


ctates that such gains should be actually 


realized before they are reflected in balance 


snec 


( 


t values But there has been an in- 
of the to have 
hgures represent current 
values to 


reache d 


reasing recognition need 


Llance sneet 


ther than historic According 


authority, “many 
that be re 


in the accounts and reflected in the 


accountants 
conclusion 
rded 
ance sheet provided the increase in valua 
is not credited to surplus but is carried 
a spec ial 


appraisals may 


such as 
per appraisal 


a special account is 


account reserve tor 


The 


de sirable 


realized increment 

t such 
two reason first, it clearly segregates 
worth 


investments 


appraisal increment from the net 


ich arises from stockholders’ 


from the retention of realized 


pronts; 


md, the laws of most such 


states make 


alized profits 


stock 


pre judice 


unavailable for either 


dividends.” If there is a 


against asset 


write-ups 


published statements, these figures 


ve used for tax purposes only 


ral aspects ol the 


lditional comment 


above pro] 
[It might be 
to 
Such write-ups 
| pre 


indicating 


well 
Strict 


asset write-ups in order pre 


abuse oO 


nere 1S 


west 
Al sc 


ups 


», it might 
to 
value 


situa 


asset 


was 


And 


’ 
etner 


} 
DOOK 


ngeure 


nsidered tog 


NO BLOOD MONEY 


to be doubted if 
addressed the 


recent 


the person 
contained 
Bulletin 


mood 


query 
Internal Revenue 

in a very | 
he donated blood 


“the 


umane when 
The question was 
market value of 
to a charitable 
institution 1s deductible as a charitable 
230) 


Code.” 


vhether tall 


blood donations made 


contribution under section ot 


) 
i 


the Internal Revenue 
Phe 


to preclude a 


answer, hi would seem 
attitude 
Finding that allowable 


confined 


ywever, 


mercenary in 


such matters. 


deductions are to donations 


H. A. Finney, Principles of Accounting, In- 
ermediate (New York, 1946), 3rd Ed., p. 347. 

8’ For this reason, this proposal might be 
acceptable at the present time in view of the 
great need for guarding the federal revenue. 


Depreciation of Fixed Assets 


with write-downs, that is to say that the 
should be allowed to offset the 
capital gains obtained from tax write-ups 
with capital 
fixed values. 


concern 


losses reflecting declines in 


asset 


It is well to emphasize that this proposal 
would be discretionary with the manage- 
ment of each concern. They could continue 
to use the old methods of depreciation based 
upon original they could increase 
the value of their Certainly, the fact 

must be paid upon the gains 
resulting from write-ups would tend to re- 
strain this 


this 


cost or 
asset. 
that a tax 
abuse of 
effect of 
the revenue 
from capital gains taxes to a degree that 


would 


managements from 
The 


proposal might be 


immediate 
to 


priy ilege. 


increase 


more than offset the loss resulting 
the corporate Thus, it 
not effect of 
reducing drastically, 
althoug! probably 
would 


from income levy. 
the 


tax 


would have immediate 


federal revenues 


pull it 


revenues.” 


the long 


ove! 


reduce these 


This proposal is offered only sug- 
of the exist- 
Many difficulties 
encountered 
But 


easier 


as a 
gestion for the possible reform 
federal tax structure 
probably would be 
to implement the 


Ing 
in trying 
this type 
to admin- 
the 
introduction of reproduction cost as-a basis 


prope sal. 


f reform would be much 


ister than many other proposals for 


for depreciation charges As long as there 
are large increases in the general price level, 
there will be a pressing need for some re- 
form of the tax statutes in order to prevent 
the becoming 


[The End] 


corporate income tax trom 


a capital levy 


and of things which 
thought of being com- 
prehended by the term “property” as 


distinguished from the 


of money are 


generally as 
value of serv 


ices rendered, it was held: 


‘Furnishing blood for a transfusion 


or to a blood bank is analogous to 


the service 
of 


‘property’ and the fair market value 


rendering of a personal 


rather than a contribution 


of blood donated by an individual to 
a charitable de- 
ductible 


institution 1S 


” 


not 


This need caused the Eisenhower Administra- 
tion to vigorously advocate the retention of the 
corporate excess profits tax, a levy which, in 
Secretary of the Treasury Humphrey's words, 
is a ‘‘bad tax."’ 
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The Author Unravels the Complex Rules 
Involving Allocation of Tax Basis When 


Mineral Rights Are Transferred 


Tax Considerations of the Oil and 


This paper was presented before the 
Tulane Tax Institute in November, 
1952. All of the Institute addresses 
are published in a volume entitled 
1952 Tulane Tax Institute. 


co KE PREPONDERANCE of discussion 
about oil and gas tax matters concerns 
the lease owner—the operator charged with 
the development of the oil and gas property 
The fee nevertheless, 
tax problems which are not always 
The number of decisions 
which deal with the landowner-lessor’s prob 
lems indicate that unsuspecting 
has encountered difficulties with 
the taxing authorities. This paper will deal 
with several of the most common tax prob 
lems which the 


owner, tTaces many 

easy 
to resolve large 
many an 
landownet 


present-day landowner 


lessor, the oil and gas royalty 


owner, may 


Tace 


Allocation of Basis 
Between Surface and Minerals 


Much of the 


has never 


land in the United 
leased for the exploration 
Some of this unleased land 
has been purchased by the present owners 
and some of it has 


states 
been 
of oil and gas 
been passed down to 
the present generation through inheritance 
Because of the inflated values of land and 
minerals which reckoned with in 
a purchase transaction and the fact that 


must be 


1 Perkins v. Thomas, 36-2 ust 
Supp. 356 (DC Tex.) 
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§ 9502, 15 F 


October, 


1953 @ 


property through an takes 
a new tax basis equal to fair market valu 


at date of death, the allocation of tax basis 


passing 


estate 


between the surface rights and the minerals 
upon the purchase or inheritance of mineral 
bearing property may assume great 
Allocation of tax 


impor 
between the 
minerals 
when the 
sale ot 


tance basis 


and the may alsé 
important 
severed by 
when the 


surface rights 


become minerals ar¢ 
other 
minerals are 
gas exploration 


disposition, oO! 


leased for oil and 


Let us first consider a sale of the 
landowner 


minerals 
retains all rights to 
The allocation of tax basis was 
1936, by a 


and the action 


by a who 
the surface 


allowed in such a 


Situation, in 
district court in 
the district 
Court of 
that taxpayer purchased about 
5,000 acres of land for $10,000, an average 
price of about $2 per acre. H« 


Texas,’ 
court was approved by th: 
Appeals for the Fifth Circuit.” In 
case, the 


bought tl ¢ 
With- 


minerals 


land principally for its mineral value 
in a short time, he sold all of the 
under the land for an 
about $45 per acre. In reporting thes« 
for tax purposes, the 

three fourths of his cost 


aveTaRre price ot 
sales 
taxpayel allocated 
basis to the mn 
erals. In a later year, he sold all 
rights for 
remainder of his basis in the 
deduction in his tax return for that year 
In upholding the taxapayer’s position, the 
court stated as follows The 
the ground be sold separately from 
the surface rights just as part of the acreage 
may be separately sold. When part of the 


the surface 


$3.75 an acre and claimed the 


land as a 


minerals in 
may 


2 Perkins Vv. Thomas, 37-1 ust 
(2d) 954 (CCA-5) 


© 9012, 86 F 
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Gas Royalty Owner 


By GRANT E. JUDGE, CPA 
Arthur Andersen & Company, 
Houston, Texas 


whole is sold off, an apportionment of the 
it made. When the 
value compared 
allow 
sold 
taxation.” 
that the 
allocation of 
the 


was 


cost is usual if 


part 


can be 
f little 
sold, not to 


18 


is « 


retained 


what is 
wr the 


a 


a deduction 
might result 
It is also inter- 
district ruled 
three the 
fourth 


cost of what 


in most 
to 


the 


untfall 
esting 
at 


note court 
fourths of 
and 
“quite generous on the 
plaintiff.’ 


1 
t} 


basis to rals 


cost 


mine one 


to the surface 


the 


part 


In the computation of cost depletion on 
a producing mineral property, the Bureau 
vill probably allow an allocation of a por 
of the 
of allocation 
He 


( 
I 


T 
ot 


minerals. The rules 
to 
gain 
disposition of property 


basis to the 
be 
the 
othet 


tion 


will similar those used 


etermining basis for or loss 


sale or 


more difficult 


a purchaser 


situation is encountered 
acquires the fee simplk 
the 
f acquiring the mineral rights and 
but le the 


proceeds to explore 


a tract of land principally for 


l] ’ 
seu ases 


property 
f« T oil 


V1 
oO nN 


account. 


the early 1940's, Louisiana Land 
to 


the own 


Exploration Company attempted 


acquire an oil and gas lease from 


| 
la 


[bet 


the 


75-acre 


1 
a 5 


1 
Rose l¢ 


New 


not 


ers of the Plantation, 
The 
tract but agreed to sell 
$30,000. LL&E pur- 


interest and made an alloca 


tract in ia Parish. owners 


would lease 


the tee interest 


Io! 


chased the fee 


Louisiana Land & Exploration Company, 
CCH Dec. 15,308, 7 TC 508 (1946) 

‘Louisiana Land & Exploration 
47-1 1 " 9266, 161 


Company v 
F. (2d) 842 


Commissioner, 
(CCA-5) 


re 


Oil and Gas Royalty Owner 


tion on its books of $18,000 to the minerals 
and $12,000 to the surface rights. Subse- 
quently, LL&E leased the Rosedale Planta- 
tion to an oil operator who undertook to 
explore the property for oil and gas. The 
operator drilled a 9,000-foot test well on 
the tract and thoroughly tested all prospec- 
tive zones encountered in the well. The 
well proved nonproductive and the lease 
was reassigned to LL&E in 1942. 


LL&E contended that, on the reassign- 
ment of the lease in 1942, it suffered a loss 
equal to the value assigned to the minerals 
at the date of acquisition. Although the 
books reflected the $18,000 figure, the min- 
eral value was stipulated to be $15,000 at 
date of purchase. It was further stipulated 
that the value of the land at the 
date the lease was reassigned was in excess 
of $30,000. 


The Tax Court's decision that there was 
no allowable loss * 


surface 


was sustained on review 
by the court of appeals.* Basing its decision 
on a similar holding by the Board of Tax 
Appeals in 1932,° the appellate court rea- 
soned that the allowance of a deduction to 
the taxpayer in this case would permit him 
to take deduction for the shrinkage 
value of and to divide asset 
into aS many parts as required by the cir- 
cumstances. The court specifically distin 
guished this case from the cases which allow 
the royalty owner or the lease owner to 
claim a deduction on account of worthless- 
and the which allow an 
allocation of basis for purposes of comput- 


a in 


an asset one 


ness, from cases 


ing gain or loss on a sale or other disposi 


tion or for purposes of computing cost 


depletion. 


Shooting Option 


One of the simplest forms of transactions 
into which with 
the 
shooting option. Some shooting options are 
coupled with a right to 


the landowner 
oil 


may enter 


respect to and gas operations is 
acquire oil and gas 
This type 
of option requires a different tax treatment 
from the simple shooting option, and it will 


be considered separately. 


leases on the subject property. 


The Bureau has issued a special ruling 


to the effect that amounts received by a 


landowner from a seismograph exploration 
company for the right to enter the land 
and explore for oil and gas constitute ordi- 


5 Coalinga-Mohawk Oil Company, CCH Dec 
7394, 25 BTA 261 (1932) 





taxable in 
some 


nary income, full.® The ruling 
that taxpayers have been al- 
lowed to consider such income as a return 
of capital on the theory that the amounts 
were paid for damages to the land or 
possible from the effect of the 
shooting on the underground water strata 
Other taxpayers have been required to re- 
port the amount received as ordinary in- 
The Bureau held that the amounts 
received are essentially rentals for the use 
of the land for a purpose 
a specified period of time. The Bureau 
further stated that, even if the amount 
received constituted damages, no deduction 
for loss would be allowable under Section 
23 (e) of the Code since there would be a 
shrinkage in would not 


States 


damages 


come 


certain and for 


mere value which 


give rise to a deduction loss 
By a shooting option which grants a right 
prop 


separate 


to acquire an oil and gas lease on the 


erty, the landowner conveys two 
rights—(1) the right to conduct 


graph work in the area to 


seismo- 
determine the 
probable ‘at i ral de , 

probable existence of mineral deposits and, 
(2) the right to acquire oil and gas leases 
on the acreage Therefore, the 
receive d by the 
be in the 


option money 
landowner is considered to 
and 
is taxed as subject to 
‘The amount received is generally 
considered to be a prepayment 
the bonus. 


nature of advance royalties 


ordinary income 
depletion 
of, or a 
Although 
a portion of the amount received may b« 
attributable to the right 
rraph operations on the property, this is a 
normal right granted in 
not affect the 


partial payment on, 


to conduct seismo 
and should 
to depletion If the 
option to acquire leases is allowed to expire, 
depletion is not 


a lease 
right 


allowable 


and, if claimed 


in a prior year, must be restored to income 


in the year during w 


hich the option expire ~ 
Simple Leasing Transaction 


In the 


industry, it was customary for 


early days of the 


] 


a landowner 


to grant a lease for a 
and retain for himself 
a royalty of one eighth of gross production 


from the property. This is the 


simple oil and gas 


cash consideration 
simplest 


form of a leasing transaction. In 


recent 
years, landowners have consulted competent 
counsel in their transactions and 
drafted which are con- 
siderably more complicated than this. These 


leasing 


have some leases 


Special Ruling, dated June 18, 1951, see cur- 


rent CCH 
{ 51.6061 
Regs 

5 Regs. 


830 


Federal Standard Tax Reports 
111, Sec. 29.23 (m)-10(a) 


cited at preceding footnote 


October, 


1953 @ 


more complicated situations will be discussed 
elsewhere in this paper. 

Any cash or other property received by 
a landowner as consideration for the execu 


tion of an oil commonly 


and gas lease is 
termed a lease bonus, and is considered t 
be in the nature of an advance royalty 
As such, it is ordinary income and is sub 
ject to depletion—either cost or percentage, 
whichever is greater. Since cost depletion 
bonus is very difficult to dete 
because of the fact that 
obtained, it is 


landowner 


on a lease 
mine reserve esti- 
mates must be 


for the 


customary 
to claim percentage de 
pletion equivalent to 27% per cent of the 
The depletion 
extinguish the taxpayer’s basis 
in the retained royalty interest 


bonus received serves to 


reduce o1 


To arri at the 
in the retained 
transfer to th 


landowner’s tax basis 


royalty, it is necessary to 

e retained royalty any basis 
which the landowner: have in the 
This amount, reduced by the 


tion claimed on the 


may min 


deple 
will be his basis 
loss on the 
disposition of the property, 
computing cost depletion in the 


{ rals 
bonus, 
for computing 
other 


gain of sale o1 
or fort 
event the 
royalty becomes productive 

In the event the lease is allowed to expir« 
without production, the 


restore o income 


landowner must 


depletion claimed 


bonus 


any 
with received on the 
” ‘The 
depletion to income appears to be 


contingent upon the 


respect to the 


of the ease 


execution 


this 


restoration ol 


taxpayer’s having 


claimed the 


depletion allowance on 


execution of the lease.” For example, 


taxpayer is in a loss position in the 
In which he receives a 
benefit from 


percentage depletion. If the 


lease bonus, he 


receive no tax claiming the 


le ssor doc snot 


claim the depletion, there appears to be 


no statutory that he restor« 


requirement 


to income in the year of expiration of the 


lease an amount equivalent to percentage 
depletion which would have been allowable 
in the Nonetheless, the 
will require the the 
able depletion whether it 1s 


resulted 


1 
1oss 


, 
year. Bureau 


restoration of allow- 
regardless of 


claimed or whether it 


in a tax 


benefit. 
Furthermore, there appears to be no re 

quirement to restore the depletion to gross 

income if the 


royalty by sale, 


landowner disposes of the 
gift or other 


prior to the expiration of the lease 


dispositior 


® Regs. 111, Sec. 29.23 (m)-10(c) 

1% Douglas v. Commissioner, 44-1 
322 U. S. 275. 

1 Commissioner v 
141 F. (2d) 358 (C¢ 


ustc 9 9326, 


Seeligson, 


‘A-5). 
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If several areas or separate tracts are 
lease instrument, the 
lessor-taxpayer is not required to restore 
any portion of the previously claimed de- 
pletion allowance to income at the time of 
the lessee’s forfeiture of part of the acreage 
prior to the expiration of the lease. The 
Court of Appeals for the Fifth Circuit ap- 
plies the rule the fact that 
the surrendered may not be con- 
tiguous to that retained.” However, until 
the Supreme Court passes on the problem, 
that the will continue to 
require restoration of depletion with respect 
t noncontiguous tracts forfeited 


covered by a single 


regardless of 


acreage 


it seems Bureau 


oO any 


In at least two 


reported cases, taxpayers 
ave attempted to obtain long-term capital 


gains treatment on 


the assignment of min- 
the first 
a transaction whereby 


lands, 


erals to another. In case, the 


grantor entered into 
he sold and minerals 
for a lump-sum payment, reserving a royalty 
interest in the usual form.” The grantee 
obligated itself to drill, develop and operate 
the property for minerals. The held, 
that the transaction constituted 
arrangement and that the con 
sideration received constituted a bonus tax 
ordinary Although the 
the terms of a 


certain leases 


court 
in effect, 
a leasing 
able as income. 
ransaction and 
torteiture o1 


that the 


was in sale 


there was no provision for 


reversion, it was shown grantor’s 


purpose was to 


m or 


secure development and 


the property 


that 


grantee 


second case was similar 


exce pt 
the 


obligation to 


provided that 
under 


instrument 
ild neve! be drill 
mine or produce the 


extent 


minerals except to 
drainage 

this case, the court he ld that the 
ived did not 


vere payments for the sale 


necessary to prevent 
amounts 
constitute lease bonuses 
of sulphur 
ce and taxable 


were as capital gains 


rhe Bureau has recently 


ruling 
the effect that, irrespective of a “‘dominat 


issued a 


ing purpose” of the 
} 


parties to secure de 


velopment and operation of a property, the 


ntrolling decisions of the Supreme Court 


a lump-sum payment received by a 


x of mineral rights, in 
him of 


conjunction 
retention by a royalty inter 


be treated as ordinary income and 


proceeds from the sale of a capital 


Houston Farms 
Commissioner, 52-1 ust 
(CA-5) 
West v. Commissioner, 
(2d) 723 (CCA-5) 
“ Arthur N. Trembley, 
7 TCM 972 (1948) 


Development 
{| 9175, 


Company 1 
194 F. (2d) 


520 


15-2 ust 


€ 9382, 15 
; CCH 


Dec. 16,756(M) 
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Delay Rentals 


Delay rentals have been defined as sums 
payable under the terms of an oil-and-gas 
lease for the privilege of retaining the lease 
without development. The payments are 
made for the continued use of the land in 
the exploration for oil and gas. Because of 
their nature and their similarity to other 
rental payments received for the use of real 
estate, the delay-rental payments are con- 
sidered to be ordinary income which is not 
subject to the depletion allowance.” 


M ost 


recognized in 


delay-rental payments are easily 
the instrument. There 
are other payments made in some leasing 
transactions which are not always so easily 
identified but which are given similar treat- 
ment 


le ase 


These are the so-called “shut-in gas 
which are common in the leases 


covering anticipated gas production. 


royalties” 
These 
payments are required after production is 
obtained on the property, and are made 
the privilege of postponing the sale of the 
The payment will usually extend the 
lease for a year and is ordinarily not re- 
coverable from production. the 


for 
Ras 


Jecause 
payment is made in lieu of, rather than for, 
production, it is not depletable income to 
the recipient but is given the same tax treat 
ment as an ordinary 


delay rental. 


A more difficult situation which is fre- 
quently encountered is the lease provision 
under a “five year and six months” type of 
Basically, the pattern of this type 

provides for a primary term of 
months. A small bonus 
is customarily paid at the time the lease is 
executed. The provides that at the 
end of six months an additional larger pay- 
ment must be made with 
block on 


lease 

oT! lease 
five years and six 
lease 
respect to each 
which no well is 
Annually thereafter, the cus 
delay rentals become due. Since the 
payment due at the date 
avoided by the commencement of 


predesignated 
commenced 


tomary 


may be 
drilling 
construed to be in the 
rental 
payment 1s 
re tO be 


selection 


operations, it 1S 


nature of a delay This 


payment 
distinguishable 
discussed under the install 
that, in the latte: 
the bonus is due with respect to every 
ct which is to be retained irrespective of 
the fact that drilling 
commenced. 


type ol 
the ty 


Irom 


heading in 


T 
i 

ment bonus 
, 


Case, 


operations may have 


3G. C. M. 27322, 1952-19 IRB 2 

® Commissioner Wilson, 35-1 ust« 
(2d) 766 (CCA-5) 
G. C. M. 11197 


{ 9254, 76 


XII-1 CB 238 





Installment Bonuses 


Occasionally a leasing transaction is en- 
tered into whereby the consideration for 
the lease is paid to the landowner in annual 
installments rather than in a lump sum. It 
is frequently difficult to 
payments 


determine if the 
installment bonus payments 
they constitute nothing more 
than the ordinary delay rentals. Of course, 
the lessor and the lessee will probably take 
adverse positions—the lessor wanting the 
percentage depletion which he gets on the 
bonus and the lessee wanting the deduction 
as a delay rental 


are 
or whether 


The facts must be carefully reviewed to 
determine the exact nature of the payment. 
The simplest of the installment bonus trans- 
actions is the one in which the leasing in- 
strument itself stipulates that the bonus 
consideration will be payable in installments 
over a period of years.” These payments 
may not be avoided by the commencement 
of drilling or by the forfeiture of the lease 
but are due in any event. Each of the pay 
ments constitutes ordinary depletable income 
to the recipient If the 
likely 


to constitute delay 
ordinary 


payments may be 

that they will be held 
rentals, 
income not 
allowance 


avoided, it is 
which would be 


subject to the deple 


tion 


The installment bonus also comes to light 
in a situation in which an 
cial 


ordinary commer 
lease is granted for a short period of 
time with a provision for the selection of 


acreage to be retained for development 
his type ol lease usually provides for only 
a nominal payment at the time the 
with a larger payment 
to be made later with respect to the acreage 


selected 


bonus 


lease is executed, 


Because the payments made on 


the selection date constitute the equivalent 
of consideration paid for the extension of 
a lease, they are given the same tax treat 
ment as the initial consideration paid for 
the lease and are depletable income to the 
recipient , 


Minimum Royalties 


Minimum royalty clauses generally create 
the same type of problems which were dis 


cussed under lease bonuses, delay rentals 


and Several different 
types of minimum royalty provisions will 
be discussed 


installment bonuses. 


One type of minimum royalty clause pro 
vides that, if in one year the royalty owner’s 
% Bennett v 
F. (2d) 887 (CCA-5). 
*% Houston Farms 
S., 42-2 ust 


832 


Development 
¢ 9783, 131 F. 


Company v. 
(2d) 577 (CCA-5) 


October, 


Scofield, 48-2 ustrc { 10,644, 170 


1953 @ 


share of current production does not equal 
a specified dollar amount, the excess pay- 
ment, required to be made, may be applied 
in reduction of any future royalty payments 
due under the lease. All amounts received 
under a royalty provision of this nature 
constitute depletable income, either as the 
royalty owner’s share of current production 
or as an advance on royalties to become 
due under the lease.” In the event the lease 
is allowed to expire without production 
having been obtained, any depletion, claimed 
by the royalty owner with respect to amounts 
received under the lease, must be restored 
to mcome tor tax purposes in the 
forfeited.” 


year the 
lease is 

A second type of minimum royalty clause 
is one in which the payments in excess of 
current production cannot be applied in 
reduction of future royalty payments, 
in which the 


and 
minimum payments cannot 
be avoided by forfeiture of the lease prior 
to the expiration of the primary term 


Any payments under a minimum royalty 
clause which represent the royalty owner’s 
share of current production are, of course, 
treated as ordinary royalties and are con 
sidered depletable income.” The payments 
which are in excess of the royalty owner’s 
share of current production cannot be con 
sidered as ordinary royalty payments since 
they are not measured by current produc 
tion. Neither are they 


since they are 


delay-rental pay 
not made for the 
purpose of securing delay in development 
of the property. 


ments 


An excess payment should 
be treated as an installment bonus becauss 
the liability was fixed at the time the 
was executed 


lease 
because of the fact that 
required irrespective of 
lack of exploration and 
development of the property. Since the 
payments in excess of the royalty 


and 
the payments are 
the amount of or1 


owner's 
share of current production which are re- 
quired by the second 
royalty clause is in the 


type of minimum 
nature of a lease 
bonus paid in installments, sums in excess 
of current production are treated as ordi 
nary income. The fact that the installments 
under the second type of minimum royalty 
clause are reducible by the royalty owner’s 
share of current production is a differenc« 
between this type of minimum royalty clause 
and the installment 
above. 


bonus which is discussed 


A third type of minimum royalty clause 
provides that payments in excess of current 


2 Regs, 111, Sec. 29.23 (m)-10(d). 

21 Regs. 111, Sec. 29.23 (m)-10(c) 

2 Burnet v. Harmel, 3 ustc { 990, 287 U. S 
103 (1932). 
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production cannot be offset against royalty 
payments in future years and permits the 
termination of the minimum royalty obliga- 
tion by forfeiture of the The Bureau 


considers that payments made prior to the 


lease. 


time production is obtained are rentals paid 
tor the continued use and possession of the 
property As such, the royalty owner will 
treat the amounts received as ordinary in- 
come, and no depletion will be 
The tax treatment of the 
which are 


allowable. 
minimum pay 
received after production 
presents a more difficult prob- 

is obvious that the royalty owner’s 
share of current production constitutes ordi 
nary depletable income 


ments 
is obtained 
lem. It 


The excess of the 


amount over the 


royalty owner’s 


hare of production appears to be 


received 


consid 
; ; 

red as an additional royalty payment undet 
a recent ruling of the However, 
it is doubtful that this conclusion would be 


reached if the 


Bureau.” 


minimum payment exceeded 
itire gross income from the 


property 
payment 
property 
appears to constitute a delay rental payment 


the excess of the 


from the 


gross 


income 


since it cannot be 


applied in reduction of 
royalty payments in future years. If 
ff the minimum 
by the 


on tl 


re nonproduc tive 
may be 


may be 
drilling 
portion of 


payment 
commencement of 
tract, o1 avoided by forfeiting 
a portion of the nonproducing acreage, 
part of the 
probably be cf 


such minimum payment will 


ynstrued as a delay rental. 


Che many complications of the third type 
§ minimum royalty agreement probably 
explain why it has not yet found its way 
into common usage. The principles involved 
in this type of minimum royalty agreement 
are illustrated by the 
Assume that 


following example 


lessor R lease on 
20,000 acres to operator A for a cash con 
sideration of $1,000. Within on from 
date, A must designate develop- 
ment blocks of not less than 2,000 nor more 
than 2,500 acres. Simultaneously with the 
designation of development blocks, A must 
pay $5 per acre an an advance royalty for 
all acreage retained, and 


grants a 


yeal 
the lease 


A has no right to 
commence drilling operations prior to mak 
payment. Annually thereafter, A 


is required to make advance royalty pay- 


ing such 


ments of $1 per acre on all retained acreage 
such annual payments deferring for 12 
months the time in which drilling operations 


must be commenced on the block. In the 


23G. C. M. 26526, 1950-2 CB 40 
2% G. C. M. cited at preceding footnote 
23 Regs. 111, Sec. 29.23 (m)-10(b), 
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leasé assignment, R initially reserves a one- 
fourth royalty. However, A is entitled to 
retain half of R’s one-fourth royalty 
until he recovers the aggregate of all amounts 
paid to R as 


one 


bonus or advance royalties. 
After A recovers these amounts, R’s royalty 
reduces to the customary one eighth. 
Effectively, this is a method whereby the 
royalty entitled to 
depletion on all amounts he receives from 


the lessee, including 


owner-lessor becomes 


those amounts 
rentals in the 
assignment. R 


served 


which 


constitute delay customary 


lease has, in substance, re 
a minimum royalty 


may be 


which 
future 
payments to become due on the lease. 


payment 
applied in reduction of 


rovalty 

The lessee, if he has properly elected to 
do so, deduct the minimum royalties 
paid or accrued, the same as 
deduct a delay rental payment 
He would, however, be required to exclude 


may 
in the year 
he would 


from his depletable gross income in future 
years the amount paid as a bonus and the 
amounts royalties under 
then, this method 
serves only to shift depletion from the lessee 
to the lessor-royalty j 


the lease 


paid as advance 


the lease Essentially 
owner. Of course, if 
is allowed to expire without pro 
duction, all depletion claimed by the lessor 
must be restored to income in the year the 
lease expires : 


Royalty-and-Oil Payment Retained 
by Landowner 


Many varied 
ments art 


leasing 


encountered in the oil 


forms of arrange- 
and vas 
industry Previously, the simple lease for 
bas« 
now the 


the landowner also reserves fot 


the landowner retaining a 


Was 


cash with 


royalty Consider 


discussed 
case where 
himself, in addition to the usual one 


royalty, an oil 


eighth 
$50,000 out of 
25 per cent (two eighths) of gross production 


payment of 


For purposes of computing both cost and 
percentage depletion, the landowner will be 
considered to have single prop 
erty, which is the equivalent of saying that 
the landowner 


retained a 


retained a royalty of three 
production until $75,000 is re- 
ceived, after which the royalty is reduced 
to one eighth. Consequently, if the land 
owner subsequently disposes of the oil pay- 
ment, the sale will probably be classified 
as a carved-out oil payment, and the pro- 
ceeds taxed as ordinary income subject to 
depletion.” 


eighths of 


In effect, the transaction would 


26 See regs 
7G.C.M 


cited at footnote 21. 
24849, 1946-1 CB 66 





the sale an oil payment carved out 
of a royalty interest, and would not be the 
same as the sale of an oil 
which the oil 


interest 


payment in a 
the 
If an oil payment is 
owned in 


Situation in payment is 


retained 


; 
OMy 


the only interest a property, any 
probably be 


1 
ipital gain rez nent 


loss on its sale 


Zain Of}: 


subi ct te 


Net-Profits Interest Retained 
by Landowner 


Another 
+} 


he landownet 


type ol le: is that in which 


retains a net-pronts interest, 
in addition to the usual 


In either 


lieu of or 


either in 


base royalty the landowner: 


case, 


las made a sublease rather than a sale 


retained a 


the 


because he has continuing 
property The net 


generally considered to 


eco 
nomic interest in 
profits interest 1s 
a royalty 
that it 


a royalty payable out of the net 


be in the nature of Che Supreme 


Court has stated 


cannot distinguish 
profits ot 
an oil and gas property 
payable out of 


pr duct i¢ yn 


from one which is 


the gross proceeds from 
This thinking has been carried 
legislation in connection 


over into 


with the 


recent 


taxation of unrelated business in 


come of a corporation” In 
422 (a) (2) of the Code 
Act of 1950, Congress spe- 
excluded oil 
from 


tax-exempt 
section 
Revenue 


enacting 
In the 
and gas 


cifically royalty in 


unrelated business income by 


following 
shall be 


overriding 


come 
use of the words 


“There 


(including 


excluded all royalties 
royalties) whether 


measured by production or by gross or net 


income trom the property 
The fact 
words in 


that Congress has used these 


recent legislation is indicative of 


its consideration that the net-profits interest 
is clearly a royalty 


type of interest for all 


purposes, provided it may be satisfied only 
out of production of oil 


property 


gas from the 


Extensions of Leases 


several 
first to be 
“top lease,” 


extension 


Lease extensions generally follow 


different forms or patterns. ‘The 


1] 


considered 1S the so-called 
where the lessee negotiates 

of the primary term of the lease , aS an 
alternative, lease to 
with the 
this . 


property do not 


negotiates tor a new 


Itaneously 
expiration of the old lease. In 
the 


even momentarily expire 


become effective simu 


case 
lessee’s rights in the 
As a consequence, 
7h, x 1950-1 CB 10 
* Kirby Petroleum Company v 
16-1 ustc J 9149 
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4003 
Commissioner, 
326 I S. 599 


October, 


1953 e 


he lessee will not be allowed to deduct any 
of his with respect to the original 
lease but will add that amount to any con- 
sideration which he 
for the lease 
two amounts 


costs 


pays to the landowner 
extension, and the sum of the 


will be his tax basis in the 


new lease. Correspondingly, a “top lease” 
require the 


portion o! the 


does not landowner to 


restore 
to income any 
claimed on the 
“top 

] 


lease is, In iegal 


depletion 


original bonus because a 
lease” to the owner of the original 
effect, a 


The 


allowed to treat any consideration which he 


continuation oft 


the original lease landowner will be 


receives for the extension of the lease as 


though it were the original lease bonus 


\s has been stated, this consideration is in 
the 


nature of an advance 


royalty and is 


taxable as ordinary income subject to the 


depletion 


allowance for | 


The extension of a 
should not be 
which are executed 
expiration of 
when the 


lease by a lease 


top 


confused with transactions 


subsequent to actual 


lease, at 


deal 


other 


the original a time 


both 


prospective 


lessor is free to with 
and 


the original 


the original lessee 
is allowed to 
production, the landowner 
is required to restore to income any deple 
tion 


lessees. If lease 


expire without 


original bonus. Of 


claimed on the 


this 
part, by 


course, additional is offset, at 
the depletion which is 
allowable with respect to the bonus received 


as consideration for 


income 
least in 


the granting of a 
In this situation, the lessee is allowed 


new 
lease 


to claim a deduction for his tax basis in the 


original lease, since all of his rights termi 


nate on the expiration of the primary term 


of the lease. He is required to capitalize 


any consideration which he pays for the 


granting of a new lease on the property 


seen that the interests of the 
and the 


with 


It can be 


landowner lessee are substantially 


adverse respect to lease 


The landowner prefers the 


extensions 
“top lease” form 
of arrangement because he gets 
both the 


bonus 


percentage 
and the 


and is not required to 


depletion on original 
extension 
until 


restore any depletion to income 


unless the extended lease expires wit] 


production 


Che 


adverse interest 


lessee’s tax position him 
to the 
method of renewal of the lease is cone 
If he “top a capital 
equal to the sum of the original bonus and 


the extension bonus 


Rives 


lessor insofar 


leases,” he has 


with no deduction al 


*® Burton-Sutton Oil Company 
sioner, 46-1 ustc { 9243, 328 U. S. 25 
422 (a) (2) 


Lommis 


1 Code Sec 
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lowable at the the lease extension 

the original 
the 

original lease as a tax deduction. 


time ot 


If, however, he allows 


lease 


to expire, he the 


may claim cost of 


Payments which are made as considera- 
tion for the original lease or for the exten- 
sion of the 


Payments 


treated as bonuses 
extend the 
generally 


nature of 


lease are 


which lease for one 
less are considered to 
the rentals and are not 
deple table income to the recipient. The facts 
and circumstances of 


carefully 


year or 
be in 
each case must be 
scrutinized to determine the exact 
treatment to be given the amount received 
by the that 1s, to determine 
whether the income is depletable or not. 


landowner 


Sales of Retained Royalty Interests 


It is generally true that a landowner may 
sell all or a part of his retained royalty 
interest and may treat as a capital gain any 
gain realized on the the 
order for the royalty to be 
as a capital asset, it must be prop 
erty held for 
ered property 


business of the 


sale of interest.” 


Ot course, in 
treate d 
investment or must be consid- 
the 


taxpayer. The 


real used in trade or 


landowne1 
may retain an oil or gas payment out of the 
property assigned without affecting his right 


capital gains.” 


In determining the gain or loss on the 


sale of a royalty interest with an oil o1 
gas payment i 


retained, it is necessary for 


the landowner to allocate his cost between 
sold and 
Any income 


landowner 


the portion of his asset which is 


he portion which is retained.” 


which 1s from 
will be taxable as 


subject to the 


received by the 
the retained oil payment 
ordinary income allowance 
for depletion landowner 


subsequently chooses to sell the 


If, however, the 


retained 


1] payment, he may consider any gain on 


the sale of the 


capital gain. 


retained oil payment as a 


Year of Taxation of Impounded Royalties 


title 
taxpayers 


Occasionally, a 
between 


dispute will arise 
which will cause 
the purchaser of the oil or gas to impound 
the royalty payments until the claimants 
settle the dispute. In the event the royalty 
income is impounded, it will not be taxable 
to either of the parties until the year the 
title suit is settled or the year the funds 
are released, depending on whether the land- 
owner reports income for tax 


two 


purposes on 
an accrual or a cash basis. 


At the time of initial production or when 
a transfer of interests is made, there is 
usually some normal delay in getting a divi 
sion order prepared, signed and processed 
by the purchaser of the oil and gas. In 
the interim period, the purchaser will re- 
frain from making payments to the owners 
of the income 
with a 
propel! 


income 


This could raise a question 


the 
year in which to report the 


cash-basis landowner as to 


taxable 
For an accrual-basis taxpayer, no 
problem would arise 


If the delay is not due to a willful act 
on the part of the landowner in attempting 
to have the income taxed in a later year, 
the Bureau will probably hold that the in 
come to the cash-basis landowner is taxabl 
only in the year received if i 
that the 
have obtained the 
of the oil in 


signing 


Of course, if it 


can be shown 


could 
proceeds from the sale 
an earlie1 


landowner 


: merely 
division order 
period of time, the 
theory of constructive receipt probably will 
require its taxation in the 


year by 
and returning the 


within a _ reasonable 
earlier year. 


[The End} 


REVISION OF THE INTERNAL REVENUE CODE— 


Continued from page 794 


he present definition and treatment of 


untary 


“invol 
liquidation.” (Section 22(d)(6)(B).) 
Another recommendation would amend 
22(d)(6)(A) to provide for the 
payment of interest on refunds arising from 
adjustments 


Section 


occasioned by 
involuntary liquidations 


replacement of 
It was also urged 


hat the time within which replacements 
2R.R 
(1937) 
3 Commissioner V 


82 F 


Ratliff, CCH Dec, 9790, 36 BTA 762 


Fleming, 
(2d) 324 (CCA-5) 


36-1 { 9165 


UST« 
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could be made of World War IT liquidations 
of LIFO inventories be extended from 
January 1, 1953 to January 1, 1956, so that 
the time for replacement of World War II 
and Korean liquidations would expire at 
the sam« [A second and final article 
by Mr the Code 


appear in next month’s issue. ] 


time 


Marrs on revising will 


* Columbia Oil & Gas Company v 
sioner, 41-1 ustc § 9333, 118 F. (2d) 


Commis- 
459 (CCA-5) 
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Books 


Committee Report 
The Tax 


Study Committee 


wealth of 


Problem Tax 


1953 Common 


Harrisbur Ky 


Re port of the 
Vay, 
Pennsylvania, 
1953 


Penn 


sylvania 329 pages 


‘Tax Study 
1952 by 


Fine of Pennsylvania to appraise the 


The Pennsylvania State 
mittee 


Com 
was appointed in Governor 
serious 
tax problem of the commonwealth and to 
provide information required by the 


Assembly in deciding upon a course of 


Gen- 
eral 


action in financing the 


general-fund appro 
priations 


The members of the committee are \] 
fred G. Buehler (chairman), Albert ‘ 
Coons, Leonard A. Drake, E. M. Elkin, 
Hon. Wrayburn B. Hall, Hon. William J 
Lane, G. Franklin McSorley, Hon. Albert 
Wesley and Hon, T 


S. Readinger, Reitze 


Ne we Il W ood 


What Price Regulation 


Public Accountability of Foundations 
Charitable Trust Eleanor K 
| 


sel Sage Foundation, 505 Park 


York 22, New York 


to point up a problem than to 


and 
Rus 
New 


pages $3 


Taylor 
Avenue, 
1953. 231 
It is easier 
with the regulation of 
foundations and charitable 


solve it So it is 


trusts 


First, the problem: American founda 


tions are a social invention of the twentieth 
Their accelerated growth 
that period may be attributed in no 
measure to, tax exemption. The 


century during 


small 
purposes 
and their contribu- 


and functions are many, 


tion to research in the physical and social 


sciences is well recognized Because ot 
their special status and the impact of then 
this 


they be 


functions, needs an 


Should 


question answel 


regulated and if so, how? 


The author, associate professor of social 
work in the State University of Iowa, recog- 
kind of regulation 


nizes a need tor that 


836 


October, 1953 @ 


Of 
Interest 
to the Tax Man 


which is not 
that 


“The nature of the 
by foundations not 


restrictive ot treedom soni 


thing may be typed “accountability 


trusteeship assumed 


only defines their ac 


countability to government, but 
government to certain responsibilities toward 


them 


commits 


Certainly, the foundations owe a full 
thei 
basis can the 


and complete reporting of 
Only on this 


claims to 


activities 
legitimacy of 
their such privileges as tax ex 
be defended. On the other hand 


the discharge of this obligation makes gov 


emption 


ernment in turn responsible for 
their 


protecting 


freedom Reporting should provide 
a channel of communication, never a means 


for restriction of 
“At. 4 


increasingly 


program or censorship 


time when the foundations are 
explorers in the area of the 
social sciences, freedom of inquiry becomes 
Visibility is low on these 


versial fields; 


critical. contro 


yet, it is here that new head 


lands of knowledge must be won.” 


In several of its publications, the Russell 
Sage Foundation had pointed out the inad: 
quacies in reporting by foundations 
Taylor was commissioned by the 


Foundation to 


many 
P1 otessor 


prepare a study designed 
to serve the interests and needs of govern 
ment officials, foundation officers and trustees, 
lawyers and legislators interested in 
ering the 
bility of foundations 
Chis book 


tor the supervision of 


discov 
present facts as to the 
and charitable 


reviews the state law 


accounta 
trusts 
provisions 
trusts and charitable 
organizations, 


and the regulatory effect of 


federal taxation and supervision 


Geiger Counter of the Law Library 


Effective Legal Research. Miles O 
and Harry Prentice-Hall, 
Fifth York 11, New 
1953. 

The disturbing 
restrain the 


Price 
Inc., 70 


York 


Bitner. 
New 
$10 


Avenue, 

633 pages 
failure of the 
length and number of 
opinions is a problem of primary 


courts to 
their 
interest 
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he legal researcher. Unless the judges 
their product both 
as to bulk and as to volume, it is inevitable 
as Chief Justice Harlan F. Stone warned 
our system of making the judicial 

chiet repository of the common 


bi € ak 


some control 


Ove! 


ts the 
down of its weight. 


control is not to be seen on 


own 


The legal researcher must con 
law undet 
today A 


certain as 


authoritative 


to search 101 
1 
I 


é tacts t 


they 


lie aS 


exist 


methodology which is swift and 


iscovered by any lawyer is most certainly 


hat which makes effective use of available 


IS 


Miles O 


iversity Law 


Price is Columbia 


coauthor, 


librarian at 


Library and his 


y Bitner, is associate librarian at Co 
evi’ 


Law Library. Their book 


the 


la University 


is their answer to countless 


concerning how to find the law, 


questions 
which during 


rly a quarter of a century have been 


| of them by lawyers and students, at 
library loan desk and in the classrooms 
is a description of the lawyer’s tools and 

iggested methods for putting them to effe 


use he questions 


asked of the au- 


those searching for authoritative 


umed a definite pattern, 


k the 


and so in 
authors emphasize the func 

the 
books 


largely 
tech- 


legal literature rather than 


characteristics of specin 
a successtul methodology is 
effective co-ordination of search 


the authors book 


have crammed the 

as to the functions of repositories 
aw. They offer valuable suggestions for 
ordinating the search techniques and the 


rces Here is an outline of a 


search 


Analyst f the Problem Separation 
» aspects involved, including parties, pro 


ure and substantive issues 


Review of the 
needed 1o! 


Preliminar 

VW he Té 

reatises, 

ments and the like. 
3. Search Statutes 


Involved 


Subject 
orientation, 


encyclopedias, Restate 


and Administrative 


Regulations 
Fede ral 

b. Home 
( Othe 


Statutes 


State statutes 


State statutes 


collections and 


¢ 


indexes across state lines; persuasiveness 


cases construing 
\dministrative regulations implement 

Finding legislative intent where helpful 

Pot 

ading cases and orders cited by an- 


Statutes, 


Search for Cases m 


treatises, et¢ 


additional cases through digests. 


i. Through 
cases read. 


Key-Numbers in Reporter 
ii. Tables of cases approach. 

iii. Analytical or topical approach. 
iv. Fact approach. 

v. Words and phrases approach. 
the Annotated 
(If desired this may precede “b,” 


c. Search of Reports 
System. 


above.) 

d. As cited in administrative rulings. 

5. Search of Encyclopedias and Treatises 
To refresh the memory, to supply additional 
cases, and for subject 

6. Search 
detailed 
versial 


matter analysis. 
of Legal Periodicals 
analysis of 


For a more 
theoretical and contro 


points, and for 


discussion of indi 


vidual cases 
7. Search of I 
ordinate all 


fields. 
8. Search Vaterial. Study 
of A. L. I. Restatements, form books, govern 
ment publications, etc. 
9. Completing the Search 
that the 


have 


oose-Leaf Services To co 


material in tax and regulatory 


of Miscellaneous 


Making certain 
and supplements 
consulted, including the digest 
portions of National Reporter System advance 


latest editions 


been 


sheets covering later cases than the General 
Digest 

10. Appratsmg the Authorities 
Shepardizing statutes and cases. 

To this 
Step 1] 
looked 

he authors fairly and objectively describe 
nearly every law publication known. ‘The 
listing of periodicals runs nearly 50 
American 


Found 


add 


over- 


outline we 


this book for 


ten-step 
Check 


sources. 


might 
any 


legal 
law 


pages; and digests, 
material, 19; 


Anglo 


reports 


37; British and Canadian 


abbreviations 


commonly used in 


American law, 119 
As Ervin H 


“The accuracy, completeness, and currency 
ot the bibliographic 


Pollack says in the foreword 


information will un 
doubtedly place this book in the forefront of 
law library reference tools.” 


The Foreign Picture 


The International Position and Commitments 
of the Umited States. Charles C. Abbott. 
American Enterprise Association, Inc., 4 
East 4lst Street, New York 17, New York. 
1953. 36 pages. 50¢. 

This study is one in the National Economic 
Problems Series published by the American 
Enterprise Dr. Abbott is 
Banking and Finance, 
Graduate School of 
Administration. 


Association, Inc. 
Converse 
Harvard 


Business 


Professor of 


University 
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Dos and Don'ts for Oil Men 


“Oil and Taxes—Some Problems and 
Proposals,"’ by Richard C. Bergen. 
University of Southern California Law 
Review, July, 1953. 


The author is a member of the Los An- 
geles, California bar. 


Depletion is an allowance for the ex- 
inevitably oc- 


Since the 


haustion of the oil which 


curs in its 


] 


productio1 reason 


‘the depletion allowanc« 


Is to compensate 
e exhaustion of the oil by production, 

depletion allowance 
ent upon 


should be 


whose capital is thus gradually exhausted to 
the extent of thei 


should be depend 


and incident to production, and 


granted only in favor of thos« 


interest in such produc 


tion. However, the courts and the 


Bureau 


have 


permitted a depletion allowance on 


proceeds not derived trom or dependent 


upon actual production. The problems pr 
sented by “anticipatory” as contrasted with 
the “actual” allowance for depletion are dit 
ferent and distinct in many respects 


Sums received for the creation or transfer 


ot an oil lease or sublease, or any interest 
treated as 
income under present regulations 
unless, under the 
been the 


ncome 


in such a lease, are generally 


depletable 
circumstances, there has 
sale of a capital asset so that the 


loss. This is not 


is capital gain or 
a recognized rule, however, and any general 
reliance thereon would be fraught with danger 
In order to prevent these anticipatory allow 
inces from violating the basic principles that 
depletion should be allowed only when the 
oil reservoir is being exhausted and that in 
no event should there be a double depletion 
allowance, in instances where no production 
occurs after an anticipatory depletion al- 
granted, the depletion 
taken restored 
to income, and where production does occur 


alter an 
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lowance has been 


allowance previously must be 


been 


October, 


anticipatory allowance has 
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- - « Staff Prepared 


granted, the percentage depletion allowance 


thereafter available to the operator of the 
property on account of his share of such 
production must be reduced by the amount 
of the prior 


anticipatory depletion allow 


ances 


Depletion on bonus payments.—It is com 


mon practice in the oil-and-gas industry for 


a le ssee or 


sublessee to pay an immediate 


cash consideration to the lessor for the priv 
ilege of acquiring the lease, which payment 


is commonly referred to as the bonus. Thi 


is customarily an outright 
refundable 


payment whi 


is not under any circumstances 


or susceptible of being recouped by the les 


see out of the lessor’s shar« 


The payment of a bonus is not rmined 
by or dependent upon production, and there 
is no direct relation between the bonus and 
the exhaustion of the oil. However, it is 
established by 
that depletion 


bonus paid for a lease or 


now firmly Supreme Court 


decisions may be 


taken on 
a sublease. 


prima facie impropriety of this antici 


depletion allowance has been largely; 
teracted by the application of the rule 
double 

that depletion be 


culated on not in excess of 100 per cent 
I 


hibiting percentage depletion 


requiring percentage 


the gross income from actual productio1 


This has resulted in a corollary principl 


known as “bonus exhaustion” which pre 
hibits the lessee of a 
taking 


portion of each year’s production fairly allo 


producing property 


from percentage depletion on that 


cable to bonuses previously paid; accord 
ingly, the ultimate 
allowed is no greater than if depletion had 


not been permitted on the bonus 


; 
percentage depletion 


Moreover, 


‘ 


if the lease is surrendered without oil hav 
ing been produced, the amount of the de 
pletion allowance on the bonus which was 
previously taken 


able income must be declared as the 


as a deduction from tax 
ordi 
income of 


nary the lessor in the year the 


lease is surrendered 
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In the 


or descent 


evént the property 


passes by gift 
while the lease is outstanding 
and prior to the time there is production, 
it has been held that the donor or decedent 
does not have to declare the prior depletion 
allowance on the bonus 
at that time. If the 


while the lease is outstanding 


as ordinary income 
sold 
and prior to 
ll be 
his tax basis for the prop 
depletion allow 
taken on the 


us taxable 


entire property 


producti nl, however, the lessor 


require » reduce 
erty by amount of the 


ance tnert otore 


bonus, and 


increase | gain on the sale 


Depletion on minimum royalty payments. 


Some oil leases provide for minimum roy- 


alty payments to the lessor 


to make up tor 
production. If the pay- 
ments are nonrecoupable by the lessee from 


any deficiency in 


the lessor’s share of future production, it is 
generally } 

natur¢ 

of retaining 

permitted 


depletion th on. However, if 


the payments are recoupable, actu 


ally an advance royalty paid in anticipation 


they are 


of production, and, following the rationale 
of the bonus depletion rule, the 


permitted deple ti 


lessor 1S 
yn on such payments. The 


lessee is permitted to expense recoupable 


minimum royalty its either during 


the year they are ‘ or, if he so elects, 
during tl 


le year recoups the 


and takes the proceeds 


payments 


; 1: 
into Als income. 


However, to avoid a double de ple tion allow 


ance, an: analogy to the bonus exhaus- 


tion rule, the allowance 


at the time of recoupment should be reduced 


lessee’s percentage 


l 
, , , 
by the amount of the depleti 


mum 
the lessor. Moreover, if the 


rendered without production, the bonus restora- 


payments previ 


tion rule would require the lesso restore 


} 


to income dep! ion previously 


minimum re yments 


Depletion on the sum paid for the sale of 
“carved out” oil interests.—Anyone owning 


| ; ae ev +] 


similar oil inter 


actional par 
and, if | not holding 


1 
Such interest 


sale in ordinary course of his business, 


he is entitl t 1 gain or loss on the 


procee 1 — qd, or course, fn 


allowed thereon. To be 
nized rule, | 


within this recog 


wwever, the division must be 
subdivided 


original in- 


sucl iat the life span of all 
units will as long as if the 
had remained intact. ‘Two cases have 


held that sucl 


terest 
proceeds were not depletable, 
and this was originally the position of the 
in G. C. M. 24849 the 


Jureau. However, 


Articles 


Bureau held that, as to future transfers out 
of carved-out oil interests, the seller would 
be entitled to depletion on the proceeds of 
the sale, and, when production occurred, the 
buyer would be entitled to depletion on thi 
sums realized from the production attrib 
utable to the interest. G. C. M. 24849 did 
not mention whether the buyer of a carved- 
out oil interest would be required to reduce 
his percentage depletion allowance on the 
production by an amount 
equal to the depletion taken by the seller, 
but it is believed that this requirement 
should and would be imposed in appropriate 


cases to prevent 


pre rcceeds from 


a double depletion allowance 


The application of the depletion allowance 
to proceeds from the actual production of 
oil present different but equally complicated 
tax considerations. Depletion is clearly al- 
lowable to some one, but where two or more 
persons have the same type of interest in 
the same production, it may be difficult to 


select the person entitled to the allowance. 


Carried interests.—A 
an oil 


carried interest in 
transaction has reference to a frac 
tional working interest in a lease owned by 
a party who has made an agreement with 
a second party who owns or is acquiring 
portion of the working interest, 
whereby such second person pays all drill 
ing and other cests attributable to the first 
party’s fractional interest, and is entitled to 


another 


be repaid for such expenditures only out of 
production from the first party’s fractional 
interest. The first party who gets the free 
ride is referred to as the carried party, and 


¢ 


iterest involved as the carried interest; 


{ 
conversely, the party putting up the money 


is referred to as the carrying party, and his 
interest in the lease which must carry 
burden is called the 

lution to the 


this 
The 


turns 


carrying interest 
principal problems 
application of basic tax 
whom 


princi 


taxable income 


be taxed, in particular, to the 


answers to following questions 


there any rule or policy prohibiting 


the carried party from making an effective 
assignment to the i 


carrying party of the in 
come to be derived from a carried interest ? 
It is not believed desirable or proper to es 
tablish an absolute policy refusing under 
any circumstances to give effect to an antici 
patory assignment of the income to be 


derived from a carried interest 


Is there any policy or rule which requires 


that the income from a carried interest i: 


in 
an oil transaction be chargeable in 
to the 


all cases 


carrying party’ It is not believed 
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an assignment of income trom the carried 


party to the inevitably 


involved in a carried interest transaction 


carrying party Is 


Is there an effective 
by the carried party to the carrying 
under the 


assignment of income 
party 
terms and provisions of the par 
ticular relating to the 


instrument carried 


interest? Provided that basic tax principles 


are not violated, it is believed proper to 
allocate such income between the parties in 
thei 


agreement If no 


accordance with 


by the 


intent as evidenced 


such intent is 
apparent, then it becomes necessary t 
terpret the agreement and to ¢ ate 
sumed intent based upon what is set fort 
in the should be al 
party 
termined to be initially taxable on the proceeds 


ot the 


agreement. Depletion 


lowable in favor of whichever is de 


carried interest 


the depletion allow 


ance should be granted to him irrespective 
of the fact that another person also has an 
interest” in the 


“economic production in 


volved of an equal or even greater stature 


Oil payments. When monies are derived 
from actual production and are paid over 
pursuant to an oil payment, the question is 
not the propriety of the depletion allowance, 
but whether the oil payment has effectively 
shifted 


allowanc« 


taxable income and the depletion 
Che same test will be applied to 
determine both tissues of assignment of 11 


come and depletability namely, was there 
created in the owner of the oil payment an 
interest” in the oil? There are 


two primary 


“economic 
tests presently applied to as 
certain if an oil payment creates an econom« 


interest oi 


First, the oil 
solely out of and 


proceeds tr 


payment must be 


payable 


dependent solely upon 
om production from the 


lar property 


particu 


Second, the oil payment must at least cre 
ate an enforceable contractual right to share 
in oil production or tl irect proceeds from 


: 
such production 


Net profits 


agreement 1S 


interests.—The net 
subjected to the 


profits 
same two 
fundamental tests as apply to oil payments 
in order to ascertain if the net profits in- 
interest in 
However, there are some dif 
ferent problems 


terest amounts to an economic 
the property. 


May a net profits interest in an oil property 


be created in favor of a stranger to the 


lease 

If a net profits agreement provides that 
proceeds from the salvage or sale of equip 
ment shall be 
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taken into account in deter- 
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mining any net profits, is such a 
fatal to any allowance for deplet 
profits derived pursuant to such agreement 


Third, profits interest 
actual depletable interest in the oil proper 
as contrasted with a nondepletable perso 


when is a net 


covenant to pay measured by proceeds fro 
the oil property ? 


The answers to the 


first two questio1 
are unresolved and the line 


between thes« 


of demarcati 


two types otf interests in the 
third question is not as yet clearly draw 


but in order to increase the chances of a née 


profits interest being regarded as obviously 


depletable, the following should be key 


inh mind 


(1) Avoid language to the 
that payment 1s to be 
to be 


using 
“measured by” or 


“a sum equal to” the proceeds from 


oil production, and make it clear that the 


owner of the net profits interest is to have 
an interest in and is to be paid directly f1 
the proceeds of production 


(2) Have the net profits interest run with 


property with no right in the owner ot 


working interest to impair or discharge 


same by a sale or other disposition 


(3) Designate 


specih and defin 
erties from which the net profits int 


payable, or how such properties 


ascertained. 


(4) Avoid language indicating a disclaimer 


of any interest in the property itself, 


endeavor to make it clear that a vested 


terest in the property is created 


The first consideration in analyzing 


transfer of an oil lease is to determine 


sale or a sublease its involved lf the 


feror retained an “economic interest 


throughout the life of 


then he is 


should last 


property, regarded as 


made a sublease, whereas, if no 


interest at all is retained, or if it 
economic interest ot 


a sale 


limited duration 

is deemed to have occurred. If asa 
has occurred, then any cash considerati 
normally produces capital gain or loss, whereas 
cash received for a sublease is usually ce 
pletable 


transaction which could be either a 


income Prior to making 


a sublease, there should be a definite 

mination as to which course is selecte: | 
the applicable should then be 
drawn so as to leave no doubt about achiev 


documents 


ing the preferred type of trarisaction 


The costs of drilling and developing 
oil property are divided into two categories 
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ingible and intangible Tangible 


lve items which ordinarily 


costs 
have a sal- 
Vage 


value, and such costs must be 
ed Intangible 


capital- 
under certain 


Irom 


costs 


may 


circumstances be deducted 


ordinary 
income. The intangibles is 
who. properly 


elects to deduct such costs by a clear indi- 


right to deduct 
available only to a person 
his first in- 
such costs. An 
nadvertent election to capitalize intangibles 
might be 


cation so to do on the face of 
come tax return involving 
so prejudicial to a particular tax- 
payer as practically to compel his retirement 
from the oil consideration 
portion ot the operating 
a lease, a taxpayer undertakes to 


pay for more than his pro rata share of the 


business. If in 

acquiring a 
rights in 
wells, he may be 
such 


s of drilling a well o1 


juired to capitalize any excess as 


of his leasehold costs 


Clearing Up a Muddle 


“California Has a Sales Tax Head- 
ache,’’ by Dixwell L. Pierce. The Na- 
tional Tax Journal, June, 1953. 


The author is secretary of the State 
Board of Equalization in Sacramento, 
California. 


California is afflicted with a severe sales 
headache aggravated by use tax compli 
tions; 285,000 retailers and their 11 million 


stomers are distractedly exchanging 


prop 


163 separate sales taxes 


now 
coins. This they do in order 
account tor 


use tax concomitants, at rates rang 


ng variously from 3 per cent to 4% per cent 


Paradoxically, although the state-collected 


rtion of sales and use taxes represents 90 


($2 billion), retailers 


their sales and use 


cent of the total 


ascribe 90 per cent of 


ax “grief” to the 10 per cent of the taxes 


hat the cities collect. Evidence is accumu 


¢ 


steadily that sales and use taxes ars 


indiscriminate local admin 


mid-1943, the reduced the 


sales and use tax 
The 


sales tax burden. 


legislature 


he state from 3 


cent to 2% pet lawmakers 
Their 
failed 
would be re- 
authorities as an invitation 


cent 
sought to lessen the 


Was 


irpos¢ 


commendable, but they 
realize that 


ded by city 


their action 
» enter a field that held attractions for them 


a means of property tax diffi- 


easing 


Within a year and a half, municipal sales 


taxes were on the march. Today, 162 of Cali 
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fornia’s 310 cities are collecting. sales taxes. 
These municipal taxes are superimposed upon 
the state sales tax. That tax is no longer at 
2% per cent since the legislature found it 
necessary in 1949 to restore the cut it had 
made so generously (for the cities) in 1943. 
Instead, as to 80 per cent of the taxable 
transactions occurring in the state, the tax 
has increased to 34% per cent or more, and 
it is a multiple imposition. 


No doubt a city needs a use tax to protect 


the trade of its and its sales 
tax revenues, but, as a practical matter, it 
can give only 
tax. 


part 


merchants 


token enforcement to a use 
Collections are made for the 


doing 


most 
within 
the city, who sell to local customers. either 


from retailers business 
through stores maintained elsewhere or by 
means of deliveries made directly to those 
customers from out-of-city points. Thus 
the merchants whose trade the city would 
“protect” by the use tax 
this canny 
from other retailer 
with a store outside the city but with none 
inside the city; the retailer obligingly col 
lects no city use tax because the city has no 
jurisdiction Chis 


often that the retailers are deeply concerned. 


device actually 


lose account—the 


trade on 


customer buys some 


over him. 


happens sO 


What is the remedy? Just as 1943 legis- 
lative action paved the way fot 
and use taxes, 


local sales 
legislative action is needed 
in 1953 to provide an acceptable substitute 
for what are fast becoming intolerable ex- 


cises Che 


people of California do have 


access to the initiative, and there have al 


ways been elements among the citizenry 


who regard the sales tax 


as distastefully 
regressive. To many, the use tax is particu 
\ proposal to outlaw all 


such taxes might have strong ballot appeal 


larly loathsome. 


An effective 
would be 


means Of improving matters 
for the state to adopt an over-all 
rate that is definitely recognized as includ- 


ing provision for the local governments 
This tax would be imposed by the state but 


shared with the cities and counties 


Instead of having a state law, 57 county 
ordinances (their supervisors 
too), and 310 city 
remaining 146 


sales 
(the 
may be expected to 
join the parade), there will be one tax, with 
equitable division of proceeds 


want 
taxes, ordinances 


cities 


There will 


be no need to 


synchronize the action of 


368 legislative bodies. Recent interpreta 


tions of the California Constitution give 
assurance that if the law is drawn with due 


care, its validity would seem beyond question 
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It it should be determined that the course 
of wisdom is to make universal the 3% per 
cent sales tax that now applies to 80 per 
cent of the retail trade in California and to 
allocate locally seventh of this (the 
equivalent of a % of 1 per cent tax), the 
total amount to be apportioned would be 
at least $75 million annually. Of this sum, 
$65 million would be derived from transac- 
tions within cities and $10 million from sales 
in unincorporated areas. 


one 


Assignment of 10 
per cent of the $65 million to the counties 
would result in this annual apportionment 


Cities $58,500,000 


Counties $16,500,000 


Che remainder ot the 3% per 
would be retained by the state and 
be at least $450 million annually. 


cent tax 
would 


Currently, the from 
their congeries of local sales and use taxes, 
ranging from ™% of 1 per cent to 1% per 
cent, a total of $43,500,000 annually. If the 
integrated tax is substituted for the hodge- 
podge of local taxes, the cities would derive 
an additional $15 million from this source, 
not to mention the elimination of local 


administrative expense, which, despite the 


cities are deriving 


paucity of administrative effort, must amount 
Hence, 


some 


to at least a million dollars annually. 


the net gain to the cities would be 


thing more than $16 million. 


Che additional administrative 
as the 


cost SU far 
would be insig 
benefit to the 
California retailers, through whom at least 
95 per cent of the sales and use tax collec 
tions flow into the 


state is concerned 


nificant In contrast, the 


public treasuries, would 


be immeasurable 


Fetishes 


“Sacred Cows in Accounting,’ by Her- 
bert F. Taggart. The Accounting Review, 
July, 1953. 


The author is professor and assistant 
dean, School of Business, University of 
Michigan. 


are, accor d 


author, octrines which 
} 


are accepted W itical analysis and 


t 
which are based 


, not on logic or on any 


keeping or financial 


necessity o1 record 
} 


presentation, but merely on tradition or 


blind 


acceptance ot what has been 


\ minor example is the showing of cash 


discounts, taken 
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n purchases, as 


income 
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The author 
illogical. 


says that this 1s 


completely 


In the textbook area, he 
are two 


finds that there 
one, the writer who 
wants simplicity at all costs, and the other, the 
writer who does not believe in taking sides. 
Neither writer aids students or teachers for 
whom 


extremes: 


“an adequate discussion would dis- 
tinguish between theory 
between what is 
” 
unimportant. 


and 
important 


and 
what is 


practice 


and 


Objectivity can also be 
as, for example, in the 
acquired through securities, at the par or 
stated value of securities, 


carried too far, 
valuation of assets, 
and the 
stock as an asset. 


treatment 
of treasury 


The 


vides another example 


stability of the monetary unit pro- 
“Accountants’ arith- 
metic is ‘Dollars minus dollars equal dollars’ 

Accountants are as aware as any- 
one that it is an absurdity to deduct peaches 
from apples and expect to get an intelligible 
answer. It is most uncomfortable for the 
told perilorm- 
ing equally futile arithmetic when he adds 
or subtracts dollars spent at different times 


and representing different purchasing power.” 


accountant to be that he is 


LIFO as a method of 
tory valuation, the 
an absurd belief 

method of 


Regarding inven- 
author feels that it is 
“To say that LIFO is a 
inventory 
that 


obtaining road 


valuation is just as 


true as to Say 
a method of 


metal ore smelting 1s 


building ma 
terial 


However, 
undoubtedly 
tism 


“the holiest of holy cows 1s 


conservatism (onserva 
causes accountants to ecognize un 


unrealized profits 


realized losses, but never 
Conservatism 


wink at 


causes accountants to 


charging capital expenditures to 


expense. . Where conservatism is blindly 


adhered to even at the expens« t good 


accounting, it is being carried too far. Con- 


servatism, of itself, is not a virtue. It is a 


rule. Where 


otherwise clear 


good residual, or background, 


the course is not resort to 
Conservatism is no 


conservatism. excuse, 


however, for failure to furnish owners and 


so» 


with data’. 


managers ‘essential economic 


In his discussion of independence the 
author finds that “If independence has any 


meaning, it is because the independent ac 


The 
comes 
from an independent source but because the 


countant’s opinion is worth something 


opinion is of value not because it 
source is competent and has integrity 
Given integrity and competence, independ 
ence may be forgotten.” 
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Installment Payments 
Are Not Periodic 


Large installment payments made pur- 
suant to a separation agreement are 
not deductible. 


In a separation agreement dated Novem- 
ber 1, 1951, an insurance 
pay his wife the 
$1,000 on or 


l 


agent agreed to 
sum of $6,000, as follows: 
about October 24, 1951; $500 
execution of the agreement; $1,500 
May 1, 1952; $1,500 on or 
November 1, 1952; and $1,500 on or 
May 1, 1953. He deducted the pay- 
ment of $500 from his taxable income 
commissions for the 


on the 
on or before 


be Tore 
be fore 


Irom 
year 195] 
This deduction was disallowed as “mainte 
nance is ordinarily expected to be paid with 
not less than monthly frequency. .. . It 


insurance 


is conceivable, too that quarterly payments 
oI a reasonabl 


ductible 


amount also would be de- 


As regards section 11 (1) (j), 
it would appear that the 


Canada 


Parliament of 
that the payment of 
maintenance in large 


r 
‘ 
onsidere¢ d 


alimony or amounts 


regarded as coming out of capital 
and that only smaller 
properly be re 


I cannot 


should be 
payments could 
garded as paid out of income. 
bring 


myself to consider that 


‘on a periodic basis’ 
payments of as much as $1,500 
at intervals of six months and 
a_ total period o! 
months AC 


maintenance payable 
embraces 
each, payable 
during eighteen 
held 

he payments made 
] + + 


ne appellant to his wile 


only 
}; ] 

ordingly, it must be 

that in the instant case tl 

l were not made 

basis’.’"—No. 107 v. Minister 

iit: Bee 


a pel iodiK 


Revenue, 53 


Just Good Fun 


Costs of parties are not deductible as 
business expenses. 


A radio 


members of the cast in one of 


producer gave two parties for 


his produc- 


Canadian Tax Letter 


Blue Sunday .. . 
Periodic Basis Is Monthly . . . 


Celebration Is Not Business 


Canadian Tax Letter 


tions because he that it 


appreciation ol 


considered was 


essential to show his 


what 


the cast had done and to cement his good 


5 


relations therewith. Deduction of the ex 
penses ot the parties was denied because it 
found that the had 


services been 


was bee n 


parties 

had rendered 
parties were more in the 
and a kind of 


Such being the 


given 
after the 
that the 


a goodwill act 


and 

nature ol 
celebration 
of success. case, the ex 
penses were personal and not deductible. 
Adaskin v. Minister of 
DTC 242 


National Revenue, 53 


‘Reserve’ Clauses 
Do Not Affect Income 


Money set aside in accordance with the 
terms of a manufacturing contract to 
cover warranties and patent infringe- 
ments is to be included in income. 


Under a whereby it manutac 
tured products for a foreign concern, a com- 
pany established 


the warranty on the 


contract 


take care of 
products and to take 
patent in 
The company did not include 
these reserves in 
1950 


reserves to 


care of suits with 


respect to 
fringements. 
its taxable income for the 


year However, it was found that the 


company had control of the funds, being 


able to use 
“Without 


this 


them tor its own purposes 


i 
having to seek the reason why 


foreign which allows the 
appellant to manufacture and sell its prod- 
to be 


in the contract between the parties, it seems 


company, 


uct, caused clauses 3 and 7 inserted 


possible to discover it In order to 
guard the enviable reputation it had built 
up, it 
aside 


sate 


simply wishes the appellant to set 
the funds required to ensure to the 
purchasers the service provided by its war 
ranty 


contracts, and, in my view, 


‘this fund shall be held in trust. . . 


the words 
* which ap- 


(Continued on page 848) 
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Acq. and Non-acqa. 


More Articles on State Taxation? 


SIR 


I have been a subscriber to TAxeEs for at 


least six years, probably longer 
Of late, I have 
that 
pose “is to promote 
and 
tederal 


experienced a growing 


feeling while your statement of pur 
sound thought in the 


economic, legal accounting 


principles 
taxation,” 
all of the articles deal solely 
Glancing back 
contents for the 
last eight months, I found only two articles 


relating to all and 


State 
actually almost 
with federal income taxation 
hurriedly over the list of 
relating to state or city tax matters. Possibly, 


1 overlooked one or two 


[ realize that my preoccupation with the 
multitude of tax laws, whereby the petrole- 
um industry is either required to pay or act 
as a collector, may 
tact 


other businesses are 


somewhat narrow my 
still many 
saddled with a host of 
requirements of which filing federal income 


view, but the remains that 


tax returns is only one 


The growth of the withholding idea, state 


and local sales taxes, innumerable local mer 


cantile license taxes, the tendency to narrow 


the definition of interstate commerce for the 


sake of revenue, etc., are forcing companies 


engaged in interstate business to find all 


available sources of information 


In many large companies, increasing taxes 
or tax accounting burdens have forced the 
creation of tax departments or their substan- 
tial enlargement The these 
departments need all possible information 
that The j 
these departments in their daily discussions 


with state 


personnel in 


may be available managers of 
tax administrators need to know 
more about the operation and administration 
of state tax laws, so that they can not only 
their companies, but 


also when the opportunity arises be able to 


diligently represent 


show 


their 


inexperienced administrators, new at 


jobs, what has happened in other 


844 


localities when administrative ruling 


founded on practical foundations, have 
promulgated 
W ould 


your 


consider the broadening 
publication to 


relating to 


you 
include more matters 
matters’ I am si 
that you would extend your field 


State tax 


subscribers 


New York CIty 


[We have not changed the scope 
our endeavor is to cover all phases of tax 
tion, but the preponderance ot the artic] 
deal with federal taxation—t 
would indicate that our readers’ interest 
in that area 


we receive 


However, we welcome 

ypportunity to consider for publication arti 
dealing with local 
Incidentally, 
taxation are 


CCH Sratt 


cles State or taxatiol 
the latest developments in stat 
always to be 


found 
TAx 


Editor] 


REPORTS 
Ohio Rough on Axles 


\ rathet 


tion of 


unique provision 


commercial vehicles is now 
tained in Ohio law: 
truck, the 
vehicles: and the 


hicles, the 


The more weight \ 


more axles you need on y 


more axles on your 


more tax you pay Such is t 


system now in effect in Ohio for commer 


vehicles, cars, tandems or tractors, used 


carry property The rates of the tax var 


from one-half cent per mile for commer 


? 


cars with three or more axles to 2% cents 


per mile for commercial cars or tractors 
operated as part of a tandem with four 


more axles. In addition, persons subject 
the tax must obtain a permit and pay a fe¢ 
of $2. The prize for ingenuity 


the people who 


must g 


figured out this one 


CHICAGO 
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Tax-Wise 


Meetings of Tax Men 


Chicago Tax Conference. 
sity of Chicago Sixth 
Conference 


28, with 


The Univer 
Annual Federal Tax 
begins on Wednesday, October 


a morning session on tax policy 


and an afternoon session on rulings, cases 


and tax accounting Che Thursday morn 


ing session will be 


prol 


de vote d 
lems and the 


to employer 


nployee¢ atternoon 


session 


mn that day will cover the subject of pur 


chase The 
Friday session will be devoted to 
the subject of estate 


and sale of corporate business 


norning 
planning, and the last 
held on 


reserved for a 


session » be Friday afternoon 


round-table 


will be discussion 


if selected problems 


The tollow f yt conterence 


pe akers 


William C. Childs, Hopkins, 
DeWolfe and Owen: 


Charles W. Davis, Hopkins, Sutter, Halls, 
DeWolfe and Ow 


Sutter, 


Halls, 


National Bank 


\ustin 
ipany; 


Kenneth W 


Stal, 


Gemmill, 
Othce ot the Secretary 
(Washington, D. C.); 
bert | 


ugias, 


Graham, ‘| 
Roemer and Chilgren; 

tavmond A. Hoffman, Price, Waterhouss 
Company; 


Vance N. Kirb 


()’ Keefe; 


] 


Daily, Dines, Ross and 


Charles S. Lyon, of the 


Il, I 


} New York Bar; 
William H. Pedrick, Professor of Law, 
Nort} School of 


western University 


Law; 
Herman 1] 


Service 


Reiling, Internal 
(Washington D. C.); 
Shearer, Mayer, 


Platt 


Reve nue 


Fr ede ric k 


Meyer, 


Austrian and 


Tax-Wise 


Taxes... 


Tax People... 
Things Taxed... 


Roland kK, 


Beale; 


Smith, 


Isham, Lincoln and 


Stanley S. Surrey, 


Professor of Law, 


Harvard Law 
Thomas N. Tarleau, 
and Walton 


School; and 


Willkie, Owen, Farr, 
(New York). 


Gallagher 


The conterence 158 intended ror attorneys, 
accountants and 
had some 
tax matters It 
torium of the 


business executives who 


have training and experience in 

will be held in the audi 
Western Society of Engi- 
neers, 84 East Randolph, Chicago, Illinois. 
The registration fee for the entire confer 
ence is $30 and the tickets are transferable; 
registration is limited to the capacity of the 
auditorium Applications 
to the 


(checks payable 
Chicago) should be 
College, The 
Chicago, 19 Sout! 


Illinois 


Tulane Tax Institute—The Third An 
nual Tulane Tax will be held 
November Charles Hotel 
in New The institute 
is sponsored Tulane Uni- 
and of Business 
Approximately 20 


University of 
mailed to University 
Sity oft 


Univer 
La Salle Street, 
Chicago 3, 


Institute 
18-20 at the St 
Orleans, Louisiana 
jointly by the 
versity Colleges of Law 


\dministration 
ally known tax 


nation 
will 
visiting lecturers for the three-day tax con- 
which has 


spe cialists serve as 


ference been 


designed for pet 


sons actively engaged in all forms of tax 


work; all discussions will be presented on 


the levels best understood by 


prote ssional 


accountants and practicing attorneys. Tax- 


ation on 


regional and national levels 


vill be covered intensively 


included will 


be problems in 


practice and 


tax problems in the 


procedure, 
busi- 
: 

ness, problems of the oil-and-gas industry, new 
Bureau policy, 
of the Internal 
and gift 


Management ot 


prospective major revisions 


Revenue Code, and estate 
taxation. Registration should be 
mailed to Dr. Robert W. French, College 
ot Business Administration, Tulane Uni 
New Louisiana 


versity, Orleans, 
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New York University Institute on Fed- 
eral Taxation.—As noted in our last issue, 
the Twelfth Annual Institute on Federal 
Taxation of New York University will be 
held during the period of 4-13. 
[he institute presents an opportunity for 


Ny , 
A OVE mie I 


experienced tax practitioners to participate 
in the dissemination of practical tax knowl- 
edge Dis- 
tinguished lecturers and panel members will 
be present. The institute will be held at 
the Hotel Barbizon-Plaza in New York 
City. The registration fee of $142 includes 
the optional dinner fee of $7 


and the exchange of tax ideas 


Single-day 
registrations carry a fee Registra- 
tion forms and information can be obtained 
from Mr. Henry Sellin, Executive Director, 
Institute of Federal Taxation, New York 
University, Washington Square, New York 
3, New York 


of $20 


Northern California Tax and Accounting 
Conference.— The 
and Accounting 
California 
ber 22-23 at the St 


Northern California Tax 
Society of 
Accountants, will be held Octo- 
Hotel, 
speakers will be 
Regional Commis- 
Francisco, Graham 
Robert Ash Further infor- 
may be obtained from Allan A. 
Drummond, General Chairman, 995 Market 
Street, San 


Conference, 


Francis 
Among the 
Fremming, 


oan 


San 
Francisco 
Morris A 
sioner at 
Balter 
mation 


Harry 
and 


Francisco, California. 


Southern Oregon and Northern California 
Tax Conference.—The 1953 Southern Ore- 
and Northern California Tax Confer- 
ence will be Ashland. Oregon 
November 6-7. Among the lecturers will be 
J. 1 William A 


rd Johnston, 
shank, Ji and A J Henke There 
with most of 


gon 


held in 


Cruik- 
will 
be discussions along the lec- 


tures. The registration fee for the two-day 


event is $15; applications for registration 
Robert D 


should be made to 


P, A., P. O. Box 491 


Benjamine, 


(;rants Pass, (Oregon 


Oklahoma Association of Public Account- 
ants.— The 
Oklahoma Association 


ninth annual 


convention of the 
of Public Account- 
will be held at the Skirvin Hotel, 
Oklahoma City, October 22-24. Further in- 
formation concerning this 
from Mr. Samuel | 


National Building, Oklahoma City 


ants 


convention may be 
obtained Pierce, City 


, Oklahoma 
University of Buffalo.—The University of 
Buffalo is 


Planning 


sponsoring a two-day Estate 


Conference. The conference will 
take place at Buffalo, New York, on Octo- 
ber 2-3 


846 October, 


19353 @ 


Commissioner to speak at Chicago meet- 
ing.—T. Coleman 
of Internal 


Andrews, Commissioner 
Revenue, will be the principal 
speaker at a luncheon to be held in the 
Grand Ball Conrad Hilton 
Hotel in Chicago on October 16, 1953, at 
12:15 p. m. 

Mr. Andrews 
“Our New 
the joint 
Club, the 
Controllers’ Institute, the 
ment Accountants’ 
the Illinois 
Accountants 


Room of the 


will speak on the 


Tax Administration Plan,” under 


sponsorship of the Chicago Tax 


Chicago Bar Association, the 


Federal Govern 
Association of Chicago 
Certified Public 
Illinois State Chamber of ( 


Society o! 


om 


merce and the Tax Executives’ Institute 


Twenty-five Years Ago 


Cooperation of the taxpayer with the 
[reasury was stressed in an article in the 
October, 1928 issue of 
ment by Ellsworth C 


the role of the 


TAXES This state 
Alvord 


would seem to hold 


concerning 
taxpayel! 
true today 


I am sure that it will be recognized that 


the success of the Treasury’s efforts must 
depend to a very great 
attitude of the taxpayers 


extent upon the 
Unless taxpayers 
are ready and willing to cooperate, the re 
turn to administrative 
impossible. A better 

case to the 


[now the 


will be 
presentation of 
Internal Revenue 
Internal Revenue Service] will 
very frequently result in an immediate clos- 
ing rather letter A will 


settle upon as r to 


settlement 


their 
Bureau of 


than a deficienc 


ingness to him 


and to the Government 


1 
essential If 


the taxpayer seeks fair play, he must play 


At the 


and recognize the 


Same time 


ciate [reasury’s position 


The Treasury is, in effect, a trustee for all 


I] 
f the taxpayers. It must settle his case 


{ 
mnly in accordance with the law, the regu 


facts It must 


regulations to all 


and the 
law and the 


lations apply the 


taxpayers 
f he is truly in- 
his ‘ lL think 
now find an administrative 
which he may go 

will always find, I 

ous and fair treatment 


without discrimination 

terested in the closing of 
will 
agency to 
where he 


that he 


Standards for a Sound Tax 


Removal of the federal excise tax on 
telephone calls was urged by the CIO Com 
munications Workers of America before the 
House Ways and Means Committee when 
it was holding hearings on various types of 
federal tax legislation 
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The basic question in deciding whether or 
not the telephone good taxes, 
according to the Communications Workers, 
is: Are they socially and economically de- 
sirable and necessary? 


taxes are 


“In our opinion it is not adequate that a 
source of taxes merely be a lucrative one to 
justify it. Revenues lost through elimina- 
tion of telephone taxes could be made up in 
many different ways. More important, a sound 
tax must meet some combination of the fol- 


lowing standards: 


“(1) It should not imperil business oppor- 
tunities or employment; 


“(2) It should not single out and dis- 
courage social and/or economically desirable 
services or activities; 

a) it 
selected commodity 


should not be a sales tax on a 
unless it is socialiy and 
economically desirable to discourage use of 
that commodity; 


“(4) It 
should not 
a dispro} 

‘(5) ‘Ability t 


sideration 


tax; that is, it 


impose upon any particular group 


should be a just 


vortionate share of the tax burden; 


should be a 


pay’ con- 


} te] } 
Phe eliepnone 


prope rly lal 


could 
opinion 
above 
good tax It is a 
bad tax because it is a sales tax on a nec 


sales tax, and we 


I 


vel it a sales tax, in out 


loes not « 


renti 1eet any of the 


described standards of a 
essitous commodity [I |ts most serious 
effect it has had 


telephone usage and hence 


} 


icy 1s couched in the 
al d will have on 
telephone employment during periods when 
it is desirable to increase business, general busi 
ness 


activity and employment opportunities.” 


Balancing the Budget 


Che fiscal problem of reducing tl 
deficit and balancing the federal budg 
one to which there 1s no easy lution 
Estimates as to expenditures and revenues 
may be off because of unforeseen happen 
ings. The problem received careful atten- 

on in a recent issue of the Guaranty Survey, 
in which was included the 

‘A balanced 
Further 
present revenue structure 


ble Hence, it 


sought in a 


following: 

needed 
under the 
seem impractica- 
appears that relief must be 
closer control 


budget is urgently 


increases in tax rates 


combination of 


over thorough over- 
hauling of the present complex, inequitable 


and uneconomic Federal tax system. 


expenditures and a 


“The Administration has already laid plans 
projects that hold 


for two considerable 


Tax-Wise 


promise. One of these is general tax revi- 
sion, on which hearings have already begun. 
So far the emphasis has been mainly on 
simplification and the removal of inequities 
Important as these are, they cannot solve 
the budgetary question. If more revenue is 
needed, it can only come from a broadening 
of the tax This is a politically un- 
popular device, but there is no safe alterna 
tive on the revenue side. The favorite tax 
earnings and individual 
incomes in the higher brackets—are already 
being exploited to the full. Unless and until 
lower spending is possible, the cost must be 
spread more widely among the people. 


base. 


targets—corporate 


“On the side of expenditures, the Admini 
stration has included in the defense budget 
an appropriation of $500 million to be in- 
vested by the Secretary of Defense in ‘stand-by 
capacity’. This means specialized facilities 
required to produce munitions on a wartime 
scale but not adapted to profitable operation 
by private industry in normal times. The 
purpose of the program is to provide an 
alternative to enormous expenditures fot 
stockpiling military equipment by creating 
facilities for producing it quickly in time of 
need. If this device fulfills the promise that 
some experts see in it, it may go far toward 
solving the problem of 
defense at reduced cost 


adequate national 


“A third objective to which more atten 
tion might well be given is that of establish 
ing and maintaining closer control over funds 
authorized but not yet spent. The 
over of such funds from one 


carry- 
fiscal period 
to another has amounted to a total of more 
$80 billion. Most of this 


been contracted for or otherwise committed 


than money has 
Billions might be saved, however, by making 
such balances subject to continuing review 
and by sharply limiting the practice of au 
thorizing 


contractual obligations extending 


Chis 


seems to have been 


into the 


than any 


tor years future practice, 


more other, 
responsible for the loss by Congress of the 


control it formerly exercised over the budget 


“Tf the near 


term outlook for the budget 


bright than 


is less was hoped for a few 
months ago, there is encouragement to be 
found in the determination 


frankness and 


faced 
The deficit 
longer 


with which hard realities are being 


and stern necessities recognized 
is still with us, but it is no 
taken for 


being 


granted. Conditions of years’ 
standing are being found difficult to correct 
The correction may take time, 
accomplished if the will 


continues strong enough.” 


but it can be 
to accomplish it 
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State Tax Calendar 


The State Tax Calendar includes the re- 
port and payment due dates for the impor- 
tant taxes—franchise, income and property. 
If the states in which you have interests are 
not listed, there are no franchise, income 
or property tax reports or payments due 
therein for the month covered. 


ARIZONA: 
first 
day) 

ARKANSAS: November 15—( 


comme tax second 


November 2 
S¢ miannual 


Property tax 
installment due last 


orporate in 
installment due Per 
sonal income tax second installment due 
CONNECTICUT: November 1—P 
reports duc 
GEORGIA: November 1 
istration statement and fee du 
IDAHO: November 2 
property reports to home county due 
INDIANA: November 2 
semiannual installment due 
KENTUCKY: November 15—Corporate 
income tax third installment due Pet 
sonal income tax third 


roperty 
Cory oration reg 


Transient perso 


Property tax 


installment due 


| 1953 NOVEMBER 1953 | 
— 


SUN MON TUE WED THU FRI SAT 
— - utes 


+ oa 4 3 @ 7 
|8 9 1011121314) 
15 16 17 18 19 20 21 
22 23 24 25 26 27 28 
129 30 «» “nan an @&” 
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LOUISIANA: November 15 
third 


Corporate 

installment due.—Per 
sonal income tax third installment due 

MISSOURI: November 1—Ad 
tax from utilities due 

MONTANA: November 30 
semiannual installment due 

NEW JERSEY: November 1—Prop 
tax quarterly installment duc 

NEW YORK: November 15—Fr: 


(income) tax 


income tax 
\ ali yren 


Property tax 


second installment due 


Personal tax third installment 
due. 

OREGON: 
quarterly installment due 

TEXAS: November 30—Propert 
installment due 

UTAH: November 30—Propert) 
linquent at noon 

WEST VIRGINIA: November 30—Prop 
erty tax semiannual installment 
day). 


WYOMING: November 10—Propert 


semiannual installment due 


income 


November 15—Proy 


due (last 
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pear in clause 3 


should not be construed as 


meaning that the reserve funds do not belong 
to the appellant but 


shall be 


specihed 


simply mean that these 


funds used by the appellant for 


certain rdingly, 


could be allowed tor the 


purposes.” Acc 
no deduction 
set aside, as they were am 


amounts unts 


“transferred or credited to a reserve, con 
within the 
of Section 12 (1) (e) of the 


Act."-—No. 106 z 
nue, 53 DTC 215 


tingent or sinking fund meaning 


Income Tax 
Minister of National Reve 


Disregard of By-Law Proves Costly 


Expenses of defending against prose- 

cution for operating filling stations on 

Sunday are not deductible. 

Sunday, in Toronto, 1s a day on which 
filling stations are not to be operated. Dis- 
regarding a by-law to this effect, a company 


848 October, 


1953 @ 


1950 Tat 


was prosecuted in 
The charges were dismissed anc 
the decision affirmed, on 
that the 
further appeal, however, the by-law was 
found to be intra vires and the 
fined $25 for 

to pay all costs 
of the amounted to 
For its fiscal year 1951, the 


Was 


entire by-law was ultra vires. On 


Was 
rde red 
The costs, ine luding 


$4,281.25 


company 


each violation and 
those 
company, 
company sought 
a deduction for these costs from its taxable 
income on the ground that they represented 
an expense incurred in gaining or produc 
ing income. However, although the com 


pany was successful in two of the courts, 


its Sunday activities were illegal from the 
outset and “an 


the deliberate 


incurred through 
violation of a municipal 
ordinance can [not] be considered an ordi 
nary business expense 
thing not 
course 


expense 


Rather is it some- 
contemplated in the ordinary 
"Joy Oil Company, Ltd 
v. Minister of National Revenue, 53 DTC 209 
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Federal Tax Calendar 


Lue date tor 

internal 

ot the Unit 

all Stamps 
| 


ced 


November 15— 


rey 


Due date of depe 


Mie mot 


Sectio Stamps ol 


under Sec of such 


} 
preces that 


atin 
prece ding 


November 30— 


3] 


therships, 


Due cate 
pal 

ations which maintan 
} 


CXCIN 


an OMce 


uusiness in the United States, 


yber 


sit 


(octe 


mest ns which trans 


} 
p their rece 
‘ line; 


abre ad 
: : y and cable 1 
$ portation ¢ 
within 


St 


and initiati 


T¢ ‘ 
wis ous and 1 


turers 


revolvers: 


Hi 


by t 


tr 


sales 


supar; 


diesel 


City Tax Calendar... 


November 15—.4) 
pt lege tax epo! alle pavinen du condu ( 
Denv ul lue: New 

Seattle « ax reports 


Vinent 


Phoenix |) November 25 


er ts 


repo 
<} 


4 


Tacoma ; 
plover wi 


ment 
1ri¢ crue 


November 20—/.01 


d tax 


ment due 


New Orleans 


Sal€S al 1S¢ and payment due 


month 


month 


DI maVITiCHt oO 


exceeder 


boxes: tt 


ork City 


ana pPpaymetl 


November 30 


delivery to local collector 


enue, by stamp depositaries 


ed States, of requisitions tor 


pre 


shown 


pure hase dl dur me thre 
ith, 


hand 


Statement 
bes 


stanmips 


with 
at 


and 


Inning and end 


sold) durin 


Payment also due fe 


proceeds ot sales oft stamps sold) during 


montl 


follows 


TY 
October to an authorized 


such 


1 $100 


taxes reportable 1 
Lares 


ansportation ol 


telephone telegraph, 


nessages and services: tran 


1 person admissions, due 


gasoline, lubricating 


by 
sales « })! 


on tees: 
TEVATD LAT ae 
stols and 


processing Oot certam oil 


hatches: sales 


ludit 


he retailer: manufacture 


rlation of} 


1) 


property; 
H025 


Ney 


york 


New York City 


rep and payinet 


bhi t 
I 


Louis 
und Pa 


Vi at. 





>< 
Keefe Your Cop tes tn Yale 


You can always find that important article you 
need, when you want it. Each binder holds 
twelve issues. Any issue quickly inserted or 
removed. Handsome, durable black covers, 
gold stamped: TAXES—The Tax Magazine. 


Window label shows contents by year. 


Price $2.50 Each 


TAAL DS. 


GR TAX MAGAZINE 


214 N. MICHIGAN AVE... CHICAGO 1 





